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DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 39

[Docket No. 2000-NE-47-AD; Amendment
39-12564; AD 2001-25-11]

RIN 2120-AA64

Airworthiness Directives; Pratt and
Whitney PW4000 Series Turbofan
Engines

AGENCY: Federal Aviation
Administration, DOT.

ACTION: Final rule; request for
comments.

SUMMARY: This amendment supersedes
two airworthiness directives (AD’s), AD
99-17-16 and AD 2001-15-12. Those
AD’s both apply to Pratt and Whitney
(PW) model PW4000 series turbofan
engines. AD 99-17—16 generally
requires that operators limit the number
of PW4000 engines with potentially
reduced stability margin to no more
than one engine on each airplane, and
requires initial and repetitive on-wing
and test cell engine stability tests. It also
establishes reporting requirements for
stability testing data. AD 2001-15-12
also limits the number of PW4000
engines with potentially reduced
stability on each airplane by applying
rules based on airplane and engine
configuration. In addition, AD 2001-15—
12 also requires that engines that exceed
high pressure compressor (HPC) cyclic
limits based on cycles-since-overhaul
(CSO) are removed from service, limits
the number of engines with the HPC
cutback stator (CBS) configuration to
one on each airplane, and establishes a
minimum rebuild standard for engines
that are returned to service. These AD’s
were prompted by reports of surges
during takeoff on airplanes equipped
with PW4000 series turbofan engines.
This amendment continues the
limitation on the number of PW4000

engines with potentially reduced
stability on each airplane to no more
than one, and introduces a new cool
engine fuel spike test to allow engines
to be returned to service after having
exceeded cyclic limits or undergone
work in the shop. This AD also
continues the limitation on the number
of engines with HPC CBS configuration
to one on each airplane, places a cyclic
limit on how long a CBS engine may
remain in service, and establishes a
minimum rebuild standard for engines
that are returned to service. This
amendment is prompted by further
analyses of compressor surges in
PW4000 engines, and continuing reports
of surges in the PW4000 fleet. The
actions specified by this AD are
intended to prevent engine power losses
due to HPC surge.

DATES: Effective January 17, 2002. The
incorporation by reference of certain
publications listed in the rule is
approved by the Director of the Federal
Register as of January 17, 2002.

Comments for inclusion in the Rules
Docket must be received on or before
March 4, 2002.

ADDRESSES: Submit comments in
triplicate to the Federal Aviation
Administration (FAA), New England
Region, Office of the Regional Counsel,
Attention: Rules Docket No. 2000-NE—
47—-AD, 12 New England Executive Park,
Burlington, MA 01803-5299. Comments
may be inspected at this location, by
appointment, between 8:00 a.m. and
4:30 p.m., Monday through Friday,
except Federal holidays. Comments may
also be sent via the Internet using the
following address: 9-ane-
adcomment@faa.gov. Comments sent
via the Internet must contain the docket
number in the subject line. The service
information referenced in this AD may
be obtained from Pratt & Whitney, 400
Main St., East Hartford, CT 06108,
(860)565—6600, fax (860)565—4503. This
information may be examined, by
appointment, at the FAA, New England
Region, Office of the Regional Counsel,
12 New England Executive Park,
Burlington, MA; or at the Office of the
Federal Register, 800 North Capitol
Street, NW., suite 700, Washington, DC.

FOR FURTHER INFORMATION CONTACT:
Peter White, Aerospace Engineer,
Engine Certification Office, FAA, Engine
and Propeller Directorate, 12 New
England Executive Park, Burlington, MA

01803-5299; telephone (781) 238-7128;
fax (781) 238-7199.

SUPPLEMENTARY INFORMATION: Since
1999, the FAA has noted a growing
number of takeoff (T/O) surge events in
Pratt and Whitney PW4000 series
turbofan engines. These surges typically
occur within 20 to 60 seconds after
throttle advance to T/O power, a critical
phase of flight. These events have
resulted in numerous aborted T/O’s, in-
flight engine shutdowns, and diverted
flights. To date, two events have
occurred where two engines have
surged at once, the latest in March 2001
involving a twin-engine airplane on
takeoff.

The investigation into these surges
revealed that these events are due to low
stability resulting from open clearances
in the aft stages of the high pressure
compressor (HPC). The most open
clearance condition in the aft stages of
the HPC due to temperature differences
between the compressor rotor and the
compressor stator occurs about 20-60
seconds after the throttle is advanced for
T/0O. A binding of the compressor
flowpath and stator segments within the
outer case may add to this normal
thermal mismatch condition, resulting
in uneven wear patterns and areas of
increased locally open clearances.
Further investigation revealed common
factors that can increase the likelihood
for a single or multiple-engine surge
event. These “‘common factors’ have
been identified as Engine Pressure Ratio
(EPR), and ambient temperature and
pressure. Pratt and Whitney (PW) has
used this information to better
understand the occurrence of the two
dual surge events experienced to date in
the PW4000 series fleet.

Since 1999, the FAA has issued five
AD’s that apply to the PW4000 series
engines to address this surge condition.
On August 12, 1999, the FAA issued AD
99-17-16 (64 FR 45426, dated August
20, 1999) to require that operators limit
the number of PW4000 engines with
potentially reduced stability margin to
no more than one engine on each
airplane, and require initial and
repetitive on-wing and test cell engine
stability tests. AD 99-17—16 also
establishes reporting requirements for
stability testing data.

On October 19, 2000, the FAA issued
AD 2000-22-01 (65 FR 63793, dated
October 25, 2000), to limit the number
of engines to one on each airplane with
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the HPC in a configuration known as the
cut-back stator (CBS) configuration. AD
2000-22-01 established cyclic limits for
the removal of HPC’s in the CBS
configuration and prohibited operators
from using engines with HPC modules
that incorporated the CBS configuration
after the effective date of that AD. AD
2000-22-01 was later superseded by AD
2001-15-12.

On April 13, 2001, the FAA issued
emergency AD 2001-08-52 in response
to the March 2001, dual-engine surge
event. That emergency AD restricted the
use of and, ultimately, required the
removal of certain PW4000 engines
identified by serial number. Those
engines were all suspect of reduced
stability, and, therefore, at higher risk of
surges. Emergency AD 2001-08-52 was
superseded by AD 2001-09-07.

On April 20, 2001, the FAA issued
AD 2001-09-07 (66 FR 21083, dated
April 27, 2001), to supersede emergency
AD 2001-08-52. AD 2001-09-07 made
changes to the list of serial numbers
identifying the affected engines,
clarified the requirements of the
emergency AD, and added engines with
the HPC CBS configuration to the
restrictions contained in the emergency
AD to limit the number of PW4000
engines to no more than one engine
with potentially reduced stability on
each airplane and removal of certain
PW4000 engines before exceeding cyclic
limits that are determined by airplane
model and engine configuration. AD
2001-09-07 was also superseded by AD
2001-15-12.

Finally, on July 17, 2001, the FAA
issued AD 2001-15-12 (66 FR 38896,
dated July 26, 2001) that superseded
both AD 2000-22-01 and AD 2001-09-
07. AD 2001-15-12 was issued as an
interim measure to maintain fleet safety
while an improved stability screening
test was created, which would allow
improved discrimination of low-surge
margin engines. AD 2001-15-12
continued the limitation on the number
of engines with the HPC CBS
configuration and with potentially
reduced stability on each airplane, but
based those limitations on an evaluation
by configuration, installation, thrust
rating and other variables. That
evaluation was used to create cyclic
limits for each airplane and engine
combination to maintain the risk of a
multiple engine surge at an acceptable
level. AD 2001-15-12 also introduced a
minimum build standard for engines
returned to service. Since AD 2001-15—
12 was issued, the FAA has received
reports of 11 additional takeoff surges in
the PW4000 fleet. This amendment
supersedes AD 2001-15-12 and AD 99—
17-16. The FAA has continued to

evaluate the PW4000 fleet surge data
and improve its understanding of the
PW4000 fleet’s engine surge behavior,
and has determined that the
requirements of currently effective AD’s
are not sufficient to meet the original
safety intent of those AD’s. An
evaluation of the PW4000 fleet by
configuration, installation, thrust rating
and utilizing the “common factor”
variables was performed to determine
which subpopulations of engines are
most prone to high power takeoff surges.
As a result of this evaluation, cyclic
limits were created for each airplane
and engine combination to maintain the
risk of multiple-engine surge risk at an
acceptable level. An improved off-wing
(test cell) stability margin verification
test was developed to allow return to
service of engines, which were removed
for exceeding the cycles-since-overhaul
threshold, or that have had flowpath
work performed while in the shop.

Although AD 2001-15-12 was
adopted without notice, the FAA
invited comments on the rule. The FAA
received one comment from an operator
of PW4000 engines. The operator notes
that the AD contains a requirement that
engines which exceed the specified
cyclic limits be removed from service
within 50 cycles after the effective date
of the AD and “thereafter.” The operator
requests that the FAA clarify whether
that initial grace period of 50 cycles is
available to only engines that have
exceeded the cyclic limits on the
effective date of the AD or if the 50-
cycle grace period is also be available to
engines that reach the cyclic limits after
the effective date of the AD. This AD
contains similar cyclic limits and a
similar initial grace period. The FAA
has changed the wording of the
requirement to make clearer that the
initial grace period applies only to those
engines that would otherwise be
required to be removed immediately
upon the AD becoming effective. The
FAA has determined that allowing those
engines to operate for an additional 50
cycles will not result in an unacceptable
level of safety while mitigating some of
the cost of an unscheduled engine
removal. As engines approach the cyclic
limits after the effective date of the AD,
however, the FAA expects that
operators will schedule engine removals
so that no unscheduled removals will be
necessary.

FAA’s Determination of an Unsafe
Condition and Required Actions

Since the unsafe condition described
is likely to exist or develop on other
PW4000 series turbofan engines of the
same type design, this AD is being
issued to prevent engine power losses

due to HPC surge events. This AD
requires:

* Limiting the number of engines
with the HPC CBS configuration to one
on each airplane prior to further flight
after the effective date of this AD, and

 Limiting the number of engines that
exceed cyclic limits, based upon
airplane and engine configuration,
within 50, 100 or 200 CIS after the
effective date of this AD, and

* A minimum rebuild standard for
engines that are returned to service.

This AD also allows engines removed
from service due to exceeded cyclic
limit to be returned to service after
either an HPC overhaul, or successfully
completing a cool engine fuel spike
stability evaluation.

Interim Action

The actions specified in this AD are
considered interim action and further
action is anticipated based on the
continuing investigation of the HPC
surges. This AD has been coordinated
with the FAA Transport Airplanes
Directorate.

Immediate Adoption of This AD

Since a situation exists that requires
the immediate adoption of this
regulation, it is found that notice and
opportunity for prior public comment
hereon are impracticable, and that good
cause exists for making this amendment
effective in less than 30 days.

Comments Invited

Although this action is in the form of
a final rule that involves requirements
affecting flight safety and, thus, was not
preceded by notice and an opportunity
for public comment, comments are
invited on this rule. Interested persons
are invited to comment on this rule by
submitting such written data, views, or
arguments as they may desire.
Communications should identify the
Rules Docket number and be submitted
in triplicate to the address specified
under the caption ADDRESSES. All
communications received on or before
the closing date for comments will be
considered, and this rule may be
amended in light of the comments
received. Factual information that
supports the commenter’s ideas and
suggestions is extremely helpful in
evaluating the effectiveness of the AD
action and determining whether
additional rulemaking action would be
needed.

Comments are specifically invited on
the overall regulatory, economic,
environmental, and energy aspects of
the rule that might suggest a need to
modify the rule. All comments
submitted will be available, both before
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and after the closing date for comments,
in the Rules Docket for examination by
interested persons. A report that
summarizes each FAA-public contact
concerned with the substance of this AD
will be filed in the Rules Docket.

Commenters wishing the FAA to
acknowledge receipt of their comments
submitted in response to this action
must submit a self-addressed, stamped
postcard on which the following
statement is made: “Comments to
Docket Number 2000-NE—47—-AD.” The
postcard will be date stamped and
returned to the commenter.

Regulatory Analysis

This final rule does not have
federalism implications, as defined in
Executive Order 13132, because it
would not have a substantial direct
effect on the States, on the relationship
between the national government and
the States, or on the distribution of
power and responsibilities among the
various levels of government.
Accordingly, the FAA has not consulted
with state authorities prior to
publication of this final rule.

The FAA has determined that this
regulation is an emergency regulation
that must be issued immediately to
correct an unsafe condition in airplanes,
and is not a “significant regulatory
action”” under Executive Order 12866. It
has been determined further that this
action involves an emergency regulation
under DOT Regulatory Policies and
Procedures (44 FR 11034, February 26,
1979). If it is determined that this

emergency regulation otherwise would
be significant under DOT Regulatory
Policies and Procedures, a final
regulatory evaluation will be prepared
and placed in the Rules Docket. A copy
of it, if filed, may be obtained from the
Rules Docket at the location provided
under the caption ADDRESSES.

List of Subjects in 14 CFR Part 39

Air transportation, Airplanes,
Aviation safety, Incorporation by
reference, Safety.

Adoption of the Amendment

= Accordingly, pursuant to the authority
delegated to me by the Administrator,
the Federal Aviation Administration
amends part 39 of the Federal Aviation
Regulations (14 CFR part 39) as follows:

PART 39—AIRWORTHINESS
DIRECTIVES

= 1. The authority citation for part 39
continues to read as follows:

Authority: 49 U.S.C. 106(g), 40113, 44701.

§39.13 [Amended]

= 2. Section 39.13 is amended by
removing Amendment 39-12346 (66 FR
38896, dated July 26, 2001) and
Amendment 39-11263 (64 FR 11263,
dated August 20, 1999), and by adding a
new airworthiness directive (AD),
Amendment 39-12564, to read as
follows:

2001-25-11 Pratt and Whitney:

Amendment 39-12564. Docket No.
2000-NE—47-AD. Supersedes

Amendment 39-12346, and Amendment
39-11263.

Applicability: This airworthiness directive
(AD) is applicable to Pratt and Whitney (PW)
model PW4050, PW4052, PW4056, PW4060,
PW4060A, PW4060C, PW4062, PW4152,
PW4156, PW4156A, PW4158, PW4160,
PW4460, PW4462, and PW4650 turbofan
engines. These engines are installed on, but
not limited to, certain models of Airbus
Industrie A300, Airbus Industrie A310,
Boeing 747, Boeing 767, and McDonnell
Douglas MD—-11 series airplanes.

Note 1: This AD applies to each engine
identified in the preceding applicability
provision, regardless of whether it has been
modified, altered, or repaired in the area
subject to the requirements of this AD. For
engines that have been modified, altered, or
repaired so that the performance of the
requirements of this AD is affected, the
owner/operator must request approval for an
alternative method of compliance in
accordance with paragraph (o) of this AD.
The request should include an assessment of
the effect of the modification, alteration, or
repair on the unsafe condition addressed by
this AD; and, if the unsafe condition has not
been eliminated, the request should include
specific proposed actions to address it.

Compliance: Compliance with this AD is
required as indicated, unless already done.

To prevent engine power losses due to high
pressure compressor (HPC) surge, do the
following:

(a) When complying with this AD,
determine the configuration and category of
each engine on each airplane as follows:

(1) Use the following table 1 to determine
the configuration of the engine:

TABLE 1.—ENGINE CONFIGURATION LISTING

Configuration

Configuration
designator

Description

(i) Phase 1 without high pressure turbine (HPT) 1st turbine
vane cut back (1TVCB).

A

Engines that did not incorporate the Phase 3 configuration at
the time they were originally manufactured, or have not
been converted to Phase 3 configuration; and have not in-
corporated HPT 1TVCB using any revision of SB PWAENG
72-514.

(i) Phase 1 with 1TVCB

Same as configuration (1) except that HPT 1TVCB has been
incorporated using any revision of SB PW4ENG 72-514.

(iii) Phase 3, 2nd Run

Engines that incorporated the Phase 3 configuration at the
time they were originally manufactured, or have been con-
verted to the Phase 3 configuration during service; and that
have had at least one HPC overhaul since new.

(iv) Phase 3, 1st Run

Same as configuration (3) except that that the engine has not
had an HPC overhaul since new.

(v) HPC Cutback Stator Configuration Engines

Engines that currently incorporate any revision of SB's
PWA4ENG72-706, PW4ENG72-704, or PW4ENG72-711

(vi) Engines that have passed Testing-21

Engines which have successfully passed Testing-21 per-
formed in accordance with paragraph (h)(1) of this AD.
Once an engine has passed a Testing-21, it will remain a
Configuration F engine until the HPC is overhauled, or is re-
placed with a new or overhauled HPC.
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(2) Use the following Table 2 to determine the category of Airbus engines:

TABLE 2.—AIRBUS AIRPLANE ENGINE CATEGORY LISTING

Engine model

Category

Engine serial number (SN)

(i) PW4156, PW4156A, and PW4158 en-
gines.

1|717201, 717205, 717702, 717703, 717710, 717752, 717788, 717798,
724033,
724049,
724063,
724090,
724558,
724571,
724806,
724835,
724861,
724924,
728523,
728537,
728546,
728557,

724023,
724044,
724059,
724079,
724555,
724568,
724577,
724821,
724855,
724910,
728520,
728534,
728543, 728544,
728552, 728553,
728563, 728564.

724026,
724045,
724061,
724088,
724556,
724569,
724578,
724827,
724857,
724913,
728521,
728535,

724027,
724048,
724062,
724089,
724557,
724570,
724640,
724833,
724858,
724914,
728522,
728536,
728545,
728554,

717799,
724041,
724056,
724075,
724552,
724567,
724576,
724820,
724849,
724909,
728519,
728528,
728542,
728551,
728562,

724034,
724050,
724065,
724091,
724561,
724572,
724807,
724836,
724862,
724925,
728524,
728538,
728547,
728558,

724036,
724051,
724067,
724094,
724562,
724573,
724808,
724840,
724865,
724926,
728525,
728539,
728548,
728559,

724037,
724052,
724073,
724095,
724563,
724574,
724809,
724841,
724866,
724927,
728526,
728540,
728549,
728560,

724040,
724055,
724074,
724551,
724564,
724575,
724811,
724848,
724868,
727912,
728527,
728541,
728550,
728561,

(i) PW4158 engines

2| 717704, 724001, 724002, 724004, 724005, 724006,
724020,
724069,
724093,
724814,
724843,
724863,
724875,
724887,
724897,
728503,
728509, 728510, 728511, 728515, 728518, 728531, 728532, 728533.

724010,
724043,
724086,
724804,
724828,
724854,
724872,
724884,
724894,
727436,

724011,
724047,
724087,
724805,
724831,
724859,
724873,
724885,
724895,
728501,

724019,
724068,
724092,
724813,
724832,
724860,
724874,
724886,
724896,
728502,

724007,
724038,
724077,
724801,
724824,
724851,
724869,
724881,
724890,
724900,
728506,

724008,
724039,
724080,
724802,
724825,
724852,
724870,
724882,
724892,
724932,
728507,

724009,
724042,
724085,
724803,
724826,
724853,
724871,
724883,
724893,
727315,
728508,

724031,
724071,
724096,
724819,
724846,
724864,
724876,
724888,
724898,
728504,

724035,
724076,
724097,
724823,
724847,
724867,
724880,
724889,
724899,
728505,

(i) PW4156, PW4156A, and PW4158. ......

3 | All others not listed by SN in this Table.

Engines Used on Boeing Airplanes

(b) Except as provided in paragraph (g) of
this AD, within 50 airplane cycles after the
effective date of this AD, limit the number of
engines that exceed the engine cycles-since-

new (CSN), engine cycles-since-overhaul
(CS0O), or engine cycles since passing
Testing-21 (CST) limits listed in the
following Table 3, to:

(1) No more than one engine per airplane
for dual-engine airplanes.

(2) No more than two engines per airplane
for three-engine airplanes.

(3) No more than three engines per airplane
for four-engine airplanes:

TABLE 3.—ENGINE STAGGER LIMITS FOR BOEING AIRPLANES

Configuration

B767-PWA4060/ MD—-11 PW4460/

designator

B747-PW4056

B767-PW4052

B767-PW4056

PW4060A/PW4060C/
PW4062

PW4462

1,400 CSN or CSO
2,100 CSN or CSO
2,100 CSN or CSO
2,600 CSN or CSO

750 CSN or CSO ..

3,000 CSN or CSO
4,400 CSN or CSO
4,400 CSN or CSO
4,400 CSN or CSO

750 CSN or CSO ..

1,600 CSN or CSO
2,800 CSN or CSO
2,800 CSN or CSO
3,000 CSN or CSO
750 CSN or CSO

900 CSN or CSO
2,000 CSN or CSO
2,000 CSN or CSO
2,200 CSN or CSO
750 CSN or CSO

800 CSN or CSO.
1,200 CSN or CSO.
1,300 CSN or CSO.
2,000 CSN or CSO.
750 CSN or CSO.

800 CST

800 CST

800 CST

800 CST

800 CST.

(c) Except as provided in paragraph (g) of
this AD, within 100 airplane cycles after the
effective date of this AD, limit the number of
engines that exceed the CSN, CSO, or CST
limits listed in Table 3, to:

(1) No more than one engine per airplane
for three-engine airplanes.

(2) No more than two engines per airplane
for four-engine airplanes.

(d) Within 200 airplane cycles after the
effective date of this AD, limit the number of
engines that, exceed the CSN, CSO, or GST
limits listed in Table 3, to no more than one

engine per airplane for four-engine airplanes.

(e) Thereafter, ensure that no more than
one engine per airplane exceeds the CSN,
CSO, or CST limit listed in Table 3.

Engines Used on Airbus Airplanes

(f) For engines installed on Airbus
airplanes, do the following:

(1) Within 50 airplane cycles after the
effective date of this AD, limit the number of
engines that exceed, the CSN, CSO, or CST
limits listed in the following Table 4, to no
more than one engine per airplane:
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TABLE 4.—ENGINE STAGGER LIMITS FOR AIRBUS AIRPLANES

Configuration
designator

A310 PW4156 and
PW4156A and A300
PWA4158 Category 1

A300 PW4158 Category 2

A310 PW4156 and
PW4156A and A300
PWA4158 Category 3

A310 PW4152

900 CSN or CSO
2,200 CSN or CSO ...
2,200 CSN or CSO ...
4,400 CSN or CSO ...

1,850 CSN or CSO
4,400 CSN or CSO ...
4,400 CSN or CSO ...
4,400 CSN or CSO ...

500 CSN or CSO
1,600 CSN or CSO
1,600 CSN or CSO ...
4,400 CSN or CSO

1,050 CSN or CSO
4,000 CSN or CSO
4,000 CSN or CSO
4,400 CSN or CSO

750 CSN or CSO
800 CST

750 CSN or CSO
800 CST

800 CST

750 CSN or CSO ...

750 CSN or CSO
800 CST

(2) Thereafter, ensure that no more than
one engine per airplane, that exceeds the
CSN, CSO, or CST limit listed in Table 4.

Configuration E Engines

(g) For all configuration E engines, do the
following:

(1) Before further flight, limit the number
of engines with configuration E from Table 1
of this AD to one on each airplane.

(2) Remove all engines with configuration
E from service before accumulating 1,300
CSN or cycles-since-conversion to
configuration E, whichever is later.

Stability Testing Requirement

(h) Engines removed from service in
accordance with paragraphs (b), (c), (d) or (f)
of this AD may be returned to service under
the following conditions:

(1) After passing a cool-engine fuel spike
stability test (Testing-21) that has been done
in accordance with one of the following
PW4000 Engine Manual (EM) Temporary
Revisions (TR’s) as applicable, except for
engines configured with Configuration E, or
engines that have experienced a Group 3
takeoff surge:

(i) PW4000 PW EM 50A443, Temporary
Revision No. 71-0026, dated November 14,
2001.

(i) PW EM 50A822, Temporary Revision
No. 71-0018, dated November 14, 2001.

(iii) PW EM 50A605, Temporary Revision
No. 71-0035, dated November 14, 2001.

(iv) Engines tested before the effective date
in accordance with PW IEN 96KC973D, dated
October 12, 2001, meets the requirements of
Testing-21, or

(2) The HPC was replaced with an HPC
that is new from production with no time in
service, or

(3) An engine whose HPC has been
overhauled, or replaced with an overhauled
HPC.

Minimum Build Standard

(i) For any engine that undergoes an HPC
overhaul after the effective date of this AD,
do the following:

(1) Inspect the HPC mid-hook and rear-
hook of the HPC inner case for wear in
accordance with PW4000 Clean, Inspect and
Repair (CIR) Manual PN 51A357, Section 72—
35-68 Inspection/Check—04, Indexes 8-11,
revised September 15, 2001. If the HPC rear
hook is worn beyond serviceable limits,
replace the HPC inner case rear hook with an
improved durability hook in accordance with
PW SB PW4ENG72-714, issued June 27,
2000. If the HPC inner case mid hook is worn
beyond serviceable limits, repair the HPC

inner case mid hook in accordance with any
revision of PW4000 CIR PN 51A357 Section
72-35-68, Repair—16, issued June 15, 1996.

(2) After the effective date of this AD, any
engine that undergoes an HPC overhaul may
not be returned to service unless it meets the
build standard of the following PW SB’s:
PW4ENG 72-484, PW4ENG 72-486,
PW4ENG 72-514, and PW4ENG 72-575.
Engines that incorporate the Phase 3
configuration already meet the build
standard defined by PW SB PW4ENG 72—
514.

(j) After the effective date of this AD, any
engine that undergoes separation of the HPC
and HPT modules must not be installed on
an airplane unless it meets the build standard
of PW SB PW4ENG 72-514. Engines that
incorporate the Phase 3 configuration already
meet the build standard defined by PW SB
PW4ENG 72-514.

(k) After the effective date of this AD,
Testing-21 must be performed in accordance
with paragraph (h) of this AD, before an
engine can be returned to service after having
undergone maintenance in the shop, except
under any of the following conditions;

(1) The HPC was overhauled, or replaced
with an overhauled HPC, or

(2) The HPC was replaced with an HPC
that is new from production with no time in
service, or

(3) The shop visit did not result in the
separation of a major engine flange, with the
exception of the “A” flange or “T”” flange.

(1) When a thrust rating change has been
made by using the Electronic Engine Gontrol
(EEC) programming plug, or an installation
change has been made, during an HPC
overhaul period, use the lowest cyclic limit
associated with any configuration used
during that overhaul period.

(m) For engines that experience a surge, do
the following:

(1) For engines that experience a Group 3
takeoff surge, remove the engine from service
and perform an HPC overhaul.

(2) For engines that experience a surge at
Engine Pressure Ratios (EPR’s) greater than
1.25, remove the engine from service within
25 cycles and perform Testing-21.

Definitions

(n) For the purposes of this AD, the
following definitions apply:

(1) An HPC overhaul is defined as
restoration of the HPC stages 5 through 15
blade tip clearances to the limits specified in
the applicable fits and clearances section of
the engine manual.

(2) A Phase 3 engine is identified by a (-

3) suffix after the engine model number on

the data plate if incorporated at original
manufacture, or a “CN”’ suffix after the
engine serial number if the engine was
converted using PW SB’s PW4ENG 72-490,
PW4ENG 72-504, or PW4ENG 72-572 after
original manufacture.

(3) A Group 3 takeoff surge is defined as
the occurrence of any of the following engine
symptoms during takeoff operation (either at
reduced, derated or full rated takeoff power
setting) after takeoff power set, which can be
attributed to no specific and correctable fault
condition after following aircraft level surge-
during-forward-thrust troubleshooting
procedures:

(i) Engine noises, including rumblings and
loud “bang(s).”

(ii) Unstable engine parameters (EPR, N1,
N2, and fuel flow) at a fixed thrust setting.

(iii) Exhaust gas temperature (EGT)
increase.

(iv) Flames from the inlet, the exhaust, or
both.

Alternative Methods of Compliance

(0) An alternative method of compliance or
adjustment of the compliance time that
provides an acceptable level of safety may be
used if approved by the Manager, Engine
Certification Office (ECO). Operators must
submit their requests through an appropriate
FAA Principal Maintenance Inspector, who
may add comments and then send it to the
Manager, ECO.

Note 2: Information concerning the
existence of approved alternative methods of
compliance with this airworthiness directive,
if any, may be obtained from the ECO.

Special Flight Permits

(p) Special flight permits may be issued in
accordance with §§21.197 and 21.199 of the
Federal Aviation Regulations (14 CFR 21.197
and 21.199) to operate the airplane to a
location where the requirements of this AD
can be done.

Testing-21 Reports

(q) Report the results of the cool engine
fuel spike stability assessment tests (Testing-
21) to the ANE-142 Branch Manager, Engine
Certification Office, 12 New England
Executive Park, Burlington, MA 01803-5299,
or by electronic mail to 9-ane-surge-ad-
reporting@faa.gov. The following data must
be reported:

(1) Engine serial number.

(2) Engine configuration designation per
Table 1.

(3) Date of the cool engine fuel spike
stability test.
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(4) HPC Serial Number, and HPC time and
cycles since new and since compressor
overhaul at the time of the test.

(5) Results of the test (Pass/Fail).

Documents That Have Been Incorporated by
Reference

(r) The inspection shall be done in
accordance with the following Pratt &

Whitney service bulletin (SB), Internal
Engineering Notice (IEN), Temporary
Revisions (TR’s), Clean, Inspection, and
Repair Manual (CIR) repair procedures:

Document No.

Pages

Revision Date

PW SB PWA4ENG72-714

Total pages: 12.
PW IEN 96KC973D
Total pages: 19.
PW TR 71-0026
Total pages: 24.
PW TR 71-0018
Total pages: 24.
PW TR 71-0035
Total pages: 24.

PW CIR 51A357, Section 72-35-68, Inspection/Check—04, Indexes

8-11.
Total pages: 5.
PW CIR 51A357, Section 72—-35-68, Repair 16
Total pages: 1.

................................ All e
................................ All e
................................ All ................ | Original
................................ All ................ | Original
All s Original
................................ All ................ | Original

November 8, 2001.
June 27, 2000.
November 8, 2001
June 27, 2000.
October 12, 2001.
November 14, 2001.
November 14, 2001.
November 14, 2001.

September 15, 2001.

June 15, 1996.

This incorporation by reference was
approved by the Director of the Federal
Register in accordance with 5 U.S.C. 552(a)
and 1 CFR part 51. Copies may be obtained
from Pratt & Whitney, 400 Main St., East
Hartford, CT 06108, (860)565—6600, fax
(860)565—4503. Copies may be inspected at
the FAA, New England Region, Office of the
Regional Counsel, 12 New England Executive
Park, Burlington, MA; or at the Office of the
Federal Register, 800 North Capitol Street,
NW, suite 700, Washington, DC.

Effective Date

(s) This amendment becomes effective on
January 17, 2002.

Issued in Burlington, Massachusetts, on
December 12, 2001.
Robert G. Mann,

Acting Manager, Engine and Propeller
Directorate, Aircraft Certification Service.

[FR Doc. 01-31296 Filed 12—31-01; 8:45 am]
BILLING CODE 4910-13-P

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 241
[Release No. 34-45194]

Commission Guidance on the Scope of
Section 28(e) of the Exchange Act

AGENCY: Securities and Exchange
Commission.

ACTION: Interpretation.

SUMMARY: We are publishing
interpretive guidance on the application
of Section 28(e) of the Securities
Exchange Act of 1934 (“Exchange Act”).
This section provides a safe harbor to
money managers who use the
commission dollars of their advised

accounts to obtain research and
brokerage services. The guidance we are
publishing today clarifies that the term
“commission” for purposes of the
Section 28(e) safe harbor encompasses,
among other things, certain transaction
costs, even if not denominated a
“commission.”

EFFECTIVE DATE: The guidance is
effective on January 2, 2002.

FOR FURTHER INFORMATION CONTACT:
Catherine McGuire, Chief Counsel;
Joseph Corcoran, Special Counsel, (202)
942-0073, Office of the Chief Counsel,
Division of Market Regulation,
Securities and Exchange Commission,
450 Fifth Street, NW, Washington, DC
20549-1001.

SUPPLEMENTARY INFORMATION:

I. Background

If money managers use commission
dollars of their advised accounts to
obtain research and brokerage services,
Section 28(e) prevents them from being
held to have breached a fiduciary duty,
provided the conditions of the section
are met.! Previously, the Commission
interpreted Section 28(e) to be available
only for research and brokerage services
obtained in relation to commissions
paid to a broker-dealer acting in an
‘““agency’’ capacity.2 That interpretation

115 U.S.C. 78bb(e).

2Investment Advisers Act Release No. 1469
(February 14, 1995), 60 FR 9750 (February 21,
1995). In this release, the Commission stated, ‘“[t]he
safe harbor does not encompass soft dollar
arrangements under which research services are
acquired as a result of principal transactions,”
adopting a position originally outlined in a 1990
staff letter, authorized by the Commission, to the
Department of Labor. See Letter re: Section 28(e) of
the Securities Exchange Act of 1934 (July 25, 1990).

prevented money managers from relying
on the safe harbor for research and
brokerage services obtained in relation
to fees charged by market makers when
they executed transactions in a
“principal” capacity.

The Nasdaq Stock Market, Inc.
(“Nasdaq’’) asked us to reconsider this
interpretation of Section 28(e). In
particular, Nasdaq urged us to interpret
the Section 28(e) safe harbor to apply
not just to research and brokerage
services obtained in relation to
commissions on agency transactions,
but also to such services obtained in
relation to fully and separately
disclosed fees on certain riskless
principal transactions effected by
National Association of Securities
Dealers, Inc. (“NASD’’) members and
reported under certain NASD trade
reporting rules.? In Nasdaq’s view, the
recent amendments to its trade reporting
rules for certain riskless principal
transactions support a modification of
the Commission’s interpretation of
Section 28(e).4

See also Investment Company Act Release No.
20472 (August 11, 1994), 59 FR 42187 (August 17,
1994).

3 See Letter from Hardwick Simmons, Chief
Executive Officer, The Nasdaq Stock Market, Inc. to
Harvey L. Pitt, Chairman, Commission, dated
September 7, 2001.

4 See Exchange Act Release Nos. 41208 (March
24,1999), 64 FR 15386 (March 31, 1999) (File No.
SR-NASD-98-59); 41606 (July 8, 1999), 64 FR
38226 (July 15, 1999) (File No. SR-NASD-98-08);
43303 (September 19, 2000), 65 FR 57853
(September 26, 2000) (File No. SR-NASD-00-52).
These filing amended NASD Rules 4632 (the trade
reporting rule for Nasdaq National Market
securities), 4642 (the trade reporting rule for Nasdaq
SmallCap Market securities), and 6420 (the trade
reporting rule for eligible securities).
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II. Discussion

Section 28(e) of the Exchange Act
prevents a person who exercises
investment discretion with respect to an
account from being “deemed to have
acted unlawfully or to have breached a
fiduciary duty * * * solely by reason of
his having caused the account to pay a
[broker-dealer] an amount of
commission for effecting a securities
transaction in excess of the amount of
commission another [broker-dealer]
would have charged for effecting that
transaction, if such person determined
in good faith that such amount of
commission was reasonable in relation
to the value of the brokerage and
research services provided by such
[broker-dealer]. * * *”5

This release clarifies the meaning of
the term “commission” in the context of
Section 28(e), and, therefore, the type of
fees paid by a managed account to a
broker-dealer for a securities transaction
that may be used by the money manager
to obtain research and brokerage
services within the safe harbor. As
noted above, the Commission to date
has interpreted the term “commission”
to include fees paid by a managed
account to a broker-dealer for effecting
a transaction in an agency capacity. This
interpretation is based on the
understanding that the term
“commission’’ generally connotes an
agency transaction.® However, that
interpretation is not mandated by the
language of the statute. In fact, the
reference to “dealer’” in Section 28(e)
might suggest that the term
“commission” includes fees paid to a
broker-dealer acting in other than an
agency capacity.

The meaning of the term
“commission” in Section 28(e) is
informed by the requirement that a
money manager relying on the safe
harbor must determine in good faith that
the amount of “commission” is
reasonable in relation to the value of
research and brokerage services
received. This requirement presupposes
that a “commission” paid by the
managed account is quantifiable in a
verifiable way and is fully disclosed to
the money manager. When we issued
our guidance in 1995, an agency

515 U.S.C. 78bb(e). See also Exchange Act
Release No. 23170 (April 23, 1986), 51 FR 16004
(April 30, 1986).

6In adopting the position in 1995 that Section
28(e) does not encompass principal transactions, we
noted a 1990 staff letter to the Department of Labor.
In that letter, the Division of Market Regulation
stated that, “Section 28(e) refers to ‘commissions’
only, which connote transactions effected on an
agency basis, and does not refer to markups or
markdowns, which would more clearly have
suggested that Congress intended to extend the safe
harbor to principal transactions.” See supra note 2.

transaction had more cost transparency
than a principal transaction because
frequently embedded within the cost of
a principal transaction was undisclosed
compensation to the dealer. In other
words, fees on principal transactions
were not quantifiable and fully
disclosed in a way that would permit a
money manager to determine that the
fees were reasonable in relation to the
value of research and brokerage services
received.

Since that time, the NASD has
modified its trade reporting rules for
certain riskless principal transactions.
Currently, NASD Rule 4632 (applicable
to Nasdaq National Market securities),
NASD Rule 4642 (applicable to Nasdaq
SmallCap Market securities), and NASD
Rule 6420 (applicable to “eligible
securities”) require a riskless principal
transaction in which both legs are
executed at the same price (“Eligible
Riskless Principal Transaction’) to be
reported once, in the same manner as an
agency transaction, exclusive of any
markup, markdown, commission
equivalent, or other fee.” Coupled with
Exchange Act Rule 10b-10, this form of
trade reporting means that a money
manager agreeing to an Eligible Riskless
Principal Transaction receives the same
price as received in the offsetting trade
and that this price is disclosed on a
confirmation that also fully discloses
the remuneration to the NASD member
for effecting this transaction.? Thus, a
money manager opting for an Eligible
Riskless Principal Transaction would
now be informed of the entire amount
of a market maker’s charge for effecting
the trade.

In recognition of the transparency
achieved in the Nasdaq market for
certain riskless principal transactions,
which allows a money manager to make
the necessary determination under
Section 28(e), we are modifying our
interpretation of Section 28(e).
Specifically, we now interpret the term
‘“‘commission” in Section 28(e) of the
Exchange Act to include a markup,
markdown, commission equivalent or
other fee paid by a managed account to
a dealer for executing a transaction

7 See NASD Rules 4632(d)(3)(B) (for Nasdaq
Market securities), 4642(d)(3)(B) (for Nasdaq
SmallCap Market securities), and 6420(d)(3)(B) (for
eligible securities). Each of these rules defines a
riskless principal transaction as a “transaction in
which a member, after having received an order to
buy a security, purchases the security as principal
at the same price to satisfy the order to buy or, after
having received an order to sell, sells the security
as principal at the same price to satisfy the order
to sell.”

8Exchange Act Rule 10b—10(a)(2)(ii), 17 CFR
240.10b-10(a)(2)(ii). Nasdaq SmallCap Market
securities are subject to Exchange Act Rule 10b—10.
See Exchange Act Release No. 45081 (November 19,
2001), 66 FR 59273 (November 27, 2001).

where the fee and transaction price are
fully and separately disclosed on the
confirmation and the transaction is
reported under conditions that provide
independent and objective verification
of the transaction price subject to self-
regulatory organization oversight.

Fees paid for Eligible Riskless
Principal Transactions that are reported
under NASD Rule 4632, 4642, or 6420
would fall within this interpretation.®
Fees paid to an NASD member for
effecting an Eligible Riskless Principal
Transaction are distinguishable from
fees paid on traditional riskless
principal transactions as well as
traditional principal transactions
involving a dealer’s inventory. Fees on
other riskless principal transactions can
include an undisclosed fee (reflecting a
dealer’s profit on the difference in price
between the first and second legs of the
transaction). Fees on traditional
principal transactions also can include
an undisclosed fee based on some
portion of the spread. In addition, the
price of the trade, if reported, is to some
degree within the control of the dealer.
In contrast, fees on Eligible Riskless
Principal Transactions that are reported
under NASD Rule 4632, 4642, or 6420
must be fully and separately disclosed.
Moreover, the price of the trade is
validated by the offsetting leg of the
transaction.

Required disclosure of fees under
confirmation rules and reporting of the
trade under self-regulatory organization
rules at a single price for both offsetting
transactions, which provides
independent verification of this price,
give money managers information about
fees and trade prices sufficient to make
the determination of reasonableness of
these charges. It is therefore reasonable
to treat such fees as a “commission” for
purposes of Section 28(e) only. As other
markets develop equivalent regulations
to ensure equivalent transparency,
transaction charges in those markets
that meet the requirements of this
interpretation will be considered to fall
within the interpretation.

9Riskless principal transactions in the debt
market, however, are not currently subject to
confirmation and reporting requirements that meet
these conditions, under either NASD or
Commission rules, and therefore would not be
within the Section 28(e) safe harbor. Such
transactions do not afford money managers the level
of transparency necessary to determine if the
remuneration paid is reasonable in relation to the
value received, as required to rely on Section 28(e).
The interpretation does not currently extend to
other securities that may have similar reporting
requirements, but that do not have the same
confirmation requirements for market makers, e.g.,
OTC Bulletin Board stocks, Pink Sheet stocks, and
convertible securities.
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II1. Conclusion

For the foregoing reasons, we find that
this interpretation is consistent with
Section 28(e) of the Exchange Act and
the requirements of that section.

List of Subjects in 17 CFR Part 241

Securities.

Amendments to the Code of Federal
Regulations

» For the reasons set forth above, the
Commission is amending title 17,
chapter II of the Code of Federal
Regulations as set forth below:

PART 241—INTERPRETATIVE
RELEASES RELATING TO THE
SECURITIES EXCHANGE ACT OF 1934
AND GENERAL RULES AND
REGULATIONS THEREUNDER

= 1. Part 241 is amended by adding
Release No. 34-45194 and the release
date of December 27, 2001 to the list of
interpretative releases.

Dated: December 27, 2001.

By the Commission.
Margaret H. McFarland,
Deputy Secretary.
[FR Doc. 01-32199 Filed 12—31-01; 8:45 am)]
BILLING CODE 8010-01-P

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Parts 1 and 602
[TD 8975]
RIN 1545-BA21

Certain Transfers of Property to
Regulated Investment Companies
[RICs] and Real Estate Investment
Trusts [REITS]

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Temporary regulations.

SUMMARY: This document contains
temporary regulations that apply to
certain transactions or events that result
in a Regulated Investment Company
[RIC] or a Real Estate Investment Trust
[REIT] owning property that has a basis
determined by reference to a C
corporation’s basis in the property.
These regulations affect RICs, REITS,
and C corporations and clarify the tax
treatment of transfers of C corporation
property to a RIC or REIT. The text of
the temporary regulations also serves as
the text of the proposed regulations set
forth in the notice of proposed
rulemaking on this subject in the

Proposed Rules section of this issue of
the Federal Register.

DATES: Effective Date: These regulations
are effective January 2, 2002.
Applicability Dates: For dates of
applicability, see §§1.337(d)-6T(e) and
1.337(d)-7T(f).
FOR FURTHER INFORMATION CONTACT: Lisa
A. Fuller, (202) 622—7750 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

These temporary regulations are being
issued without prior notice and public
procedure pursuant to the
Administrative Procedure Act (5 U.S.C.
553). For this reason, the collection of
information contained in these
regulations has been reviewed and,
pending receipt and evaluation of
public comments, approved by the
Office of Management and Budget under
control number 1545—-1672. Responses
to this collection of information are
required to obtain a benefit, i.e., to elect
to recognize gain as if the C corporation
had sold the property at fair market
value or to elect section 1374 treatment.

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless the collection of information
displays a valid control number.

For further information concerning
this collection of information, and
where to submit comments on the
collection of information and the
accuracy of the estimated burden, and
suggestions for reducing this burden,
please refer to the preamble to the cross-
referencing notice of proposed
rulemaking published in the Proposed
Rules section of this issue of the Federal
Register.

Books or records relating to a
collection of information must be
retained as long as their contents may
become material in the administration
of any internal revenue law. Generally,
tax returns and tax return information
are confidential, as required by 26
U.S.C. section 6103.

Background

Sections 631 and 633 of the Tax
Reform Act of 1986 (the 1986 Act)
(Public Law 99-514, 100 Stat. 2085,
2272), as amended by section 1006(e)
and (g) of the Technical and
Miscellaneous Revenue Act of 1988 (the
1988 Act) (Public Law 100-647, 102
Stat. 3342, 3400-01), amended the
Internal Revenue Code (Code) to repeal
the General Utilities doctrine. In
particular, the 1986 Act amended
sections 336 and 337 to require
corporations to recognize gain or loss on

the distribution of property in
connection with complete liquidations
other than certain subsidiary
liquidations. Section 337(d) directs the
Secretary to prescribe regulations as
may be necessary to carry out the
purposes of General Utilities repeal,
including rules to “‘ensure that such
purposes may not be circumvented

* * * through the use of a regulated
investment company, a real estate
investment trust, or tax-exempt entity

* * *» Absent special rules, the transfer
of property owned by a C corporation to
a RIC or REIT could result in
permanently removing the property’s
built-in gain from tax at the corporate
level, because RICs and REITs generally
are not subject to tax on income that is
distributed to their shareholders.

On February 4, 1988, the IRS issued
Notice 88—19 (1988—1 C.B. 486)
announcing its intention to promulgate
regulations under the authority of
section 337(d) with respect to
transactions or events that result in a
RIC or REIT owning property that has a
basis determined by reference to a C
corporation’s basis (a carryover basis).
Notice 88—19 provided that the
regulations would apply with respect to
the net built-in gain of C corporation
assets that become assets of a RIC or
REIT by the qualification of a C
corporation as a RIC or REIT or by the
transfer of assets of a C corporation to
a RIC or REIT (a conversion transaction).
The Notice further provided that, where
the regulations apply, the C corporation
would be treated, for all purposes, as if
it had sold all of its assets at their
respective fair market values and
immediately liquidated. The Notice
provided, however, that the regulations
would not allow the recognition of a net
loss and that, except as provided in the
Notice, the regulations would not affect
the characterization for tax purposes of,
or the tax treatment of parties to, any
transactions to which they apply. For
example, shareholders of a G
corporation who received RIC shares in
a transaction that qualified as a
reorganization under section
368(a)(1)(C) would not recognize gain or
loss solely because the C corporation
was subject to tax. The Notice also
provided that immediate gain
recognition could be avoided if the C
corporation that qualified as a RIC or
REIT or the transferee RIC or REIT, as
the case may have been, elected to be
subject to tax under section 1374 with
respect to the C corporation property.
Notice 88-19 also indicated that the
regulations would apply retroactively to
June 10, 1987. Notice 88—96 (1988-2
C.B. 420), amplifies Notice 88-19 by
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providing that the regulations described
in Notice 88—-19 would provide an
exception to the general gain
recognition rules for any C corporation
that qualified to be taxed as a RIC for at
least one taxable year, then failed to so
qualify for one taxable year, and then
requalified to be taxed as a RIC in the
next taxable year.

On February 7, 2000, Treasury and
the IRS published temporary regulations
[TD 8872] (the 2000 temporary
regulations) reflecting the principles set
forth in Notice 88—19 and Notice 88-96,
a notice of proposed rulemaking by
cross-reference to temporary
regulations, and a notice of public
hearing [REG-209135-88]. The 2000
temporary regulations apply
retroactively to June 10, 1987.

Treasury and the IRS have received a
number of comments, both written and
oral, on the 2000 temporary regulations.
A public hearing was held on May 10,
2000. After considering these
comments, Treasury and the IRS have
decided to issue two new sets of
temporary regulations, one that will
apply to conversion transactions
occurring on or after June 10, 1987 and
before January 2, 2002 (the —-6T
regulations), and another that will apply
to conversion transactions occurring on
or after January 2, 2002 (the —7T
regulations). Alternatively, taxpayers
generally may apply the 2000 temporary
regulations in lieu of the —6T
regulations to any conversion
transaction that occurred on or after
June 10, 1987 and before January 2,
2002. However, RICs and REITSs that rely
on the 2000 temporary regulations and
that are subject to section 1374
treatment may not rely on certain
provisions in the 2000 temporary
regulations, but instead must apply
certain provisions of the —6T
regulations, with respect to built-in
gains and losses recognized in taxable
years beginning on or after January 2,
2002. Furthermore, taxpayers are not
prevented from relying on the 2000
temporary regulations merely because
they elect section 1374 treatment in the
manner described in the —6T regulations
rather than in the manner described in
the 2000 temporary regulations.

Explanation of Provisions

This preamble first discusses the —6T
regulations and how the —6T regulations
differ from the 2000 temporary
regulations. This preamble then
explains the differences between the
—7T regulations and the —6T regulations.

Summary of -6T Regulations

The —6T regulations provide that, if
property of a C corporation that is not

a RIC or REIT becomes the property of

a RIC or REIT in a conversion
transaction, then the C corporation is
subject to deemed sale treatment, unless
the RIC or REIT elects to be subject to
section 1374 treatment. Thus, the C
corporation generally recognizes gain
and loss as if it sold the property
converted to RIC or REIT property or
transferred to the RIC or REIT (the
converted property) to an unrelated
party at fair market value immediately
before the conversion transaction. If the
C corporation recognizes net gain on the
deemed sale, then the basis of the
converted property in the hands of the
RIC or REIT is adjusted to its fair market
value immediately before the
conversion transaction. The —-6T
regulations do not permit a C
corporation to recognize a net loss on
the deemed sale. For this purpose, net
loss is defined as the excess of aggregate
losses over aggregate gains (including
items of income), without regard to
character. Where there is a net loss, the
C corporation recognizes no gain or loss
on the deemed sale, and the C
corporation’s basis in the converted
property carries over to the RIC or REIT.

Clarification of Deemed Sale Treatment

The 2000 temporary regulations
provide that, unless a section 1374
election is made, a C corporation that
elects RIC or REIT status or transfers
property to a RIC or REIT is “treated for
all purposes, including recognition of
net built-in gain, as if it had sold all of
its assets at their respective fair market
values on the deemed liquidation date
* * * and immediately liquidated.”
Commentators objected to this provision
on two grounds. First, they argued that
the provision is overly broad, because it
treats the C corporation that is
transferring property to a RIC or REIT as
having sold all of its property, even
where all of its property may not have
been transferred to the RIC or REIT.
Second, they argued that the “for all
purposes” language could be read to
suggest that the deemed liquidation
results in the imposition of a
shareholder tax, a result that they view
as inconsistent with Notice 88—-19 and
the purposes of section 337(d).
Commentators also argued that deemed
liquidation treatment would
inappropriately eliminate the C
corporation’s tax attributes, such as net
operating loss carryforwards and
earnings and profits, to which the RIC
or REIT might otherwise succeed.

Treasury and the IRS agree with these
comments. Accordingly, the —6T
regulations clarify that the C corporation
is treated as having sold only that
property actually transferred to the RIC

or REIT and that a shareholder-level tax
is not imposed. In addition, the deemed
liquidation construct has been
eliminated.

Deemed Sale Loss Disallowance

The 2000 temporary regulations do
not permit a C corporation to recognize
a net loss on a conversion transaction.
Some commentators argued that loss
disallowance is inappropriate, noting
that a net loss can be recognized under
section 336 and §1.337(d)—4, which
governs certain transfers of property
from taxable to tax-exempt entities.

Treasury and the IRS believe that loss
disallowance is appropriate in the
context of the —6T regulations for two
reasons. First, Treasury and the IRS are
concerned that a C corporation may
selectively contribute loss property to a
RIC or REIT in a section 351 transaction,
generating an immediate loss. Because
section 336 and § 1.337(d)—4 apply only
where a C corporation transfers
substantially all of its assets, selective
contribution concerns are minimal in
those contexts. Second, section 336 and
§ 1.337(d)—4 require C corporations to
recognize both gains and losses
immediately, whereas the —6T
regulations allow taxpayers to defer the
recognition of net gain on a conversion
transaction by making an election to be
subject to tax under section 1374.
Allowing immediate net loss
recognition while allowing deferral of
net gain would provide C corporations
engaging in conversion transactions
with an inappropriate degree of
selectivity. Taxpayers that otherwise
would recognize a net gain on a
conversion transaction would likely
elect section 1374 treatment. Taxpayers
that would recognize a net loss on a
conversion transaction would likely
choose deemed sale treatment. For these
reasons, the —6T regulations disallow
recognition of a net loss on a conversion
transaction.

Section 1374 Double Tax Issue

Some commentators argued that
conversion transactions do not
implicate concerns regarding avoidance
of General Utilities repeal to the extent
that the RIC or REIT has C corporations
as shareholders after the conversion
transaction. The commentators
explained that, if a C corporation
continues to own stock in the RIC or
REIT after a conversion transaction,
then the built-in gain attributable to the
transferred property is preserved in the
basis of the C corporation’s RIC or REIT
stock. Further, the C corporation
generally will be fully taxable on
dividends distributed by the RIC or
REIT, even where the RIC or REIT pays



10

Federal Register/Vol. 67, No. 1/Wednesday, January 2, 2002/Rules and Regulations

tax on built-in gains. Accordingly, the
commentators requested that the 2000
temporary regulations be modified to
mitigate the combined impact of tax at
the RIC or REIT level under section
1374 and tax at the C corporation
shareholder level on RIC and REIT
dividends.

Treasury and the IRS considered
several approaches suggested by
commentators for mitigating this double
corporate tax. These approaches
include: (1) Exempting section 351
transfers of property by a C corporation
to a RIC or REIT from the scope of these
regulations, (2) removing the
requirement that RICs and REITs
distribute recognized built-in gains, and
(3) allowing C corporation shareholders
of RICs and REITs to claim a dividends
received deduction for built-in gains
distributed by the RIC or REIT.

After consideration, Treasury and the
IRS decided that it could not accept any
of these approaches. The first two
approaches were not accepted because
they could create opportunities to avoid
corporate-level tax on built-in gains.
The third approach was not accepted
because the dividends received
deduction is only available for
distributions characterized as ordinary
income, not distributions characterized
as capital gains. As explained below,
under the —6T regulations, RICs and
REITs may characterize most
distributions of built-in gains as capital
gain dividends. Moreover, all three
approaches would give rise to
administrative difficulties that could be
addressed only through extensive
rulemaking.

Section 1374 Operational Rules

The 2000 temporary regulations
provide that the built-in gain of a RIC or
REIT electing section 1374 treatment
and the corporate-level tax imposed on
that gain are subject to rules similar to
the rules relating to net income from
foreclosure property (NIFP) of REITs.
The comments pointed out certain
differences between the section 1374
rules and the NIFP rules. For example,
under section 1374, any recognized
built-in gain retains its character as
capital gain or ordinary income. In
contrast, NIFP is always treated as
ordinary income. In addition, net
operating losses of a C corporation can
offset recognized built-in gains of an S
corporation but cannot offset NIFP.
Similarly, business credit carryforwards
from a C corporation can reduce the tax
on the net recognized built-in gain of an
S corporation but cannot reduce the tax
on NIFP.

In light of these differences, Treasury
and the IRS have adopted an alternative

approach that does not rely on the NIFP
rules for coordinating the built-in gains
tax imposed by this section with the
provisions of subchapter M. Unlike the
NIFP rules, this approach generally
preserves the character of recognized
built-in gains and recognized built-in
losses. Under this approach, recognized
built-in gains and recognized built-in
losses that have been taxed in
accordance with these regulations are
treated like other gains and losses of
RICs and REITs that are not subject to
tax under these regulations. Thus, they
are included in computing investment
company taxable income for purposes of
section 852(b)(2), real estate investment
trust taxable income for purposes of
section 857(b)(2), net capital gain for
purposes of sections 852(b)(3) and
857(b)(3), gross income derived from
sources within any foreign country or
possession of the United States for
purposes of section 853, and the
dividends paid deduction for purposes
of sections 852(b)(2)(D), 852(b)(3)(A),
857(b)(2)(B), and 857(b)(3)(A).

In addition, consistent with section
1374, the —6T regulations generally
allow RICs and REITSs to use loss
carryforwards and credits and credit
carryforwards arising in taxable years
for which the corporation that generated
the attribute was a C corporation (and
not a RIC or REIT) to reduce net
recognized built-in gain and the tax
thereon, subject to the limitations
imposed by sections 1374(b)(2) and
(b)(3) and §§1.1374-5 and 1.1374—6. In
addition, the —6T regulations provide an
ordering rule for applying loss
carryforwards, credits, and credit
carryforwards to reduce net recognized
built-in gain (and the tax thereon) and
RIC or REIT taxable income (and the tax
thereon). Under this ordering rule, loss
carryforwards of a RIC or REIT must be
used to reduce net recognized built-in
gain for a taxable year to the greatest
extent possible before such losses can be
used to reduce investment company
taxable income for purposes of section
852(b) or real estate investment trust
taxable income for purposes of section
857(b) for that taxable year. Similarly,
credits and credit carryforwards of a RIC
or REIT must be used to reduce the tax
on net recognized built-in gain imposed
under this section for the taxable year to
the greatest extent possible before such
credits and credit carryforwards can be
used to reduce the tax, if any, on
investment company taxable income for
purposes of section 852(b) or on real
estate investment trust taxable income
for purposes of section 857(b) for that
taxable year.

The —6T regulations also make
adjustments to the taxable income

limitation of section 1374 to take into
account items that are unique to REITs.
Under the —6T regulations, taxable
income of a RIC or REIT is initially
computed under sections 1374(d)(2) and
1375(b)(1)(B) as if the RIC or REIT were
an S corporation. Thus, the RIC’s or
REIT’s taxable income is its taxable
income under section 63(a) without
regard to—(i) deductions allowed by
part VIII of subchapter B (other than the
deduction allowed by section 248,
relating to organizational expenditures),
and (ii) the deduction under section
172. In addition, the RIC or REIT would
not be allowed a deduction for
dividends paid, as the dividends paid
deduction is not available to S
corporations. Under the —6T regulations,
this amount is then reduced for REITs
by certain items that are subject to a
100-percent penalty tax. Items subject to
a 100-percent penalty tax, along with
net income from foreclosure property,
are also excluded in computing a REIT’s
net recognized built-in gain.

In response to comments, the —-6T
regulations also provide that the entity-
level tax imposed on net recognized
built-in gain is treated as a loss that
reduces the RIC’s or REIT’s taxable
income and earnings and profits. The
character of the loss attributable to the
tax on net recognized built-in gain is
determined by allocating the tax
proportionately (based on recognized
built-in gain) among the items of
recognized built-in gain included in net
recognized built-in gain. With respect to
RICs, the tax imposed on net recognized
built-in gain is treated as attributable to
the portion of the RIC’s taxable year
occurring after October 31.

Commentators also requested that
built-in gain recognized by a RIC or
REIT that is subject to section 1374
treatment generate subchapter M
earnings and profits. They explained
that a RIC or REIT cannot qualify as
such under subchapter M if it retains
any subchapter C earnings and profits.
Thus, if earnings and profits attributable
to recognized built-in gain were
subchapter C earnings and profits, a RIC
or REIT would retain its qualification
only if it distributed 100 percent of the
net recognized built-in gain in excess of
the entity-level tax. In response to these
comments, the examples in the —6T
regulations clarify that earnings and
profits attributable to built-in gain
recognized by a RIC or REIT are
subchapter M earnings and profits.

Electing Section 1374 Treatment

The 2000 temporary regulations
provide that a RIC or REIT makes a
section 1374 election by attaching a
statement to its Federal income tax
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return for the first taxable year in which
the assets of a C corporation become
assets of the RIC or REIT. The 2000
temporary regulations also provide a
special rule for making a section 1374
election where the first taxable year in
which the assets of a C corporation
became the assets of a RIC or REIT ends
after June 10, 1987, but before March 8,
2000 (an interim period election). Under
the 2000 temporary regulations, a RIC or
REIT may file an interim period election
with its first Federal income tax return
filed after March 8, 2000.

Commentators expressed concern that
the rule applicable to interim period
elections required a RIC or REIT to make
an election on its first Federal income
tax return filed after March 8, 2000,
even if the RIC or REIT previously had
made a section 1374 election. They also
expressed concern that RICs and REITs
were not given sufficient time after the
promulgation of the 2000 temporary
regulations to make interim period
elections. In response to these
comments, the —6T regulations allow a
RIC or REIT that converted from a C
corporation or acquired property with a
carryover basis from a C corporation
before January 2, 2002, to make a
section 1374 election with any Federal
income tax return filed by the RIC or
REIT on or before March 15, 2003,
provided that the RIC or REIT has
reported consistently with such election
for all periods. In addition, under the
—6T regulations, an interim period
election is not necessary if the RIC or
REIT can demonstrate that it has
previously informed the IRS of its intent
to make a section 1374 election.

Some commentators also requested
that Treasury and the IRS clarify that a
RIC or REIT must make a separate
section 1374 election for each
conversion transaction in which it
participates. The —6T regulations make
this clarification. Thus, a RIC or REIT
can elect section 1374 treatment for one
conversion transaction and not elect
section 1374 treatment for another
conversion transaction.

Exception for Re-Election of RIC or REIT
Status

Under the 2000 temporary
regulations, the rule requiring
recognition of gain on a conversion
transaction does not apply to a C
corporation that qualified to be a RIC for
at least one taxable year, then failed to
so qualify for a period not in excess of
one taxable year, and then requalifies as
a RIC. Although this exception
implements Notice 88—96, the language
of the 2000 temporary regulations
differs slightly from the language used
in Notice 88—96. Some commentators

have noted that the change in language
might be misinterpreted as a substantive
change where none was intended. In
response to these comments, this
language has been clarified in the —6T
regulations.

In addition, some commentators
requested that the exception be
expanded to cover periods longer than
one taxable year. They argued that a
corporation that fails to meet the RIC
qualification requirements for as short a
period as 6 months could be taxed as a
C corporation for two taxable years. This
could happen where a RIC fails the
quarterly diversification test for the last
quarter of one calendar year and the first
quarter of the subsequent calendar year.

Other commentators requested that
this exception be expanded to cover
REITs. They noted that Congress
generally treats RICs and REITs
similarly and that there is no
justification for excluding REITs from
the benefit of this exception.

The —6T regulations incorporate these
comments by extending the exception to
REITs and the maximum period for loss
of RIC or REIT status from one taxable
year to two taxable years.

Retention of Retroactive Effective Date

Commentators argued that, due to the
12-year gap between the promulgation
of Notice 88—19 and the issuance of the
regulations implementing Notice 88—19,
the regulations should not apply
retroactively.

Notice 88-19 notified taxpayers that
the section 337(d) regulations would
apply as of June 10, 1987. The 2000
temporary regulations, which were
published on February 7, 2000, do, in
fact, apply as of June 10, 1987.
Moreover, since February 7, 2000,
taxpayers have relied on the 2000
temporary regulations. For these
reasons, the 2000 temporary regulations
and the —6T regulations retain the June
10, 1987, applicability date.

Summary of -7T Regulations

The —7T regulations follow the —6T
regulations in most respects. However,
certain changes were included in the
—7T regulations that were not included
in the —6T regulations, because Treasury
and the IRS were concerned that these
changes, if made retroactively, could
have an adverse impact on taxpayers
that have relied on the 2000 temporary
regulations. The following sections
highlight these differences between the
—6T regulations and the —7T regulations.

Section 1374 Treatment as Default
Rule

A number of commentators,
particularly REIT commentators,

expressed the view that, when a C
corporation engages in a conversion
transaction, section 1374 treatment
should apply automatically and
taxpayers that desire deemed sale
treatment should be allowed to elect
such treatment. They pointed out that
the automatic application of a section
1374 regime is consistent with the
treatment of C corporations that elect S
status. Further, they argued that most
taxpayers would prefer to be subject to
section 1374 treatment than to deemed
sale treatment. If section 1374 treatment
is the default treatment, then the
incidence of inadvertent failures to
make elections will be reduced.
However, to protect the expectations of
taxpayers that engaged in conversion
transactions prior to the promulgation of
these regulations, the commentators
recommended that section 1374
treatment be adopted as the default
treatment on a prospective basis. In
accordance with these comments, the
—7T regulations provide that section
1374 treatment applies unless the C
corporation elects deemed sale
treatment.

Anti-Stuffing Rule for Taxpayers
Electing Deemed Sale Treatment

Treasury and the IRS are concerned
that taxpayers electing deemed sale
treatment might attempt to decrease net
gains on conversion transactions by
stuffing loss property into a C
corporation prior to a conversion
transaction. Treasury and the IRS note
that section 336 and §1.337(d)—4 both
have anti-stuffing rules. Accordingly,
the —7T regulations include an anti-
stuffing rule applicable to transactions
taxed under the deemed sale approach.
The anti-stuffing rule is similar to those
contained in section 336 and §1.337(d)-
4.

Aggregate Principles To Apply to
Partnership Transactions

Treasury and the IRS believe that a
partnership with C corporation partners
should be treated as an aggregate for
purposes of applying these regulations.
Accordingly, the —7T regulations
provide that these regulations apply to
property transferred by a partnership to
a RIC or REIT to the extent of any C
corporation partner’s proportionate
share of the transferred property. For
example, if a C corporation owns a 20
percent interest in a partnership and
that partnership contributes an asset to
a REIT in a section 351 transaction, then
the partnership shall be treated as a C
corporation with respect to 20 percent
of the asset contributed to the REIT. If
the partnership were to elect deemed
sale treatment with respect to such



12

Federal Register/Vol. 67, No. 1/Wednesday, January 2, 2002/Rules and Regulations

transfer, then any gain recognized by the
partnership on the deemed sale must be
specially allocated to the C corporation
partner.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
also has been determined that section
553(b) of the Administrative Procedure
Act (5 U.S.C. chapter 5) does not apply
to these regulations. For the
applicability of the Regulatory
Flexibility Act (5 U.S.C. chapter 6) refer
to the Special Analyses section of the
preamble to the cross-reference notice of
proposed rulemaking published in the
Proposed Rules section in this issue of
the Federal Register. Pursuant to
section 7805(f) of the Code, these
temporary regulations will be submitted
to the Chief Counsel for Advocacy of the
Small Business Administration for
comment on their impact on small
business.

Drafting Information

The principal author of these
regulations is Lisa A. Fuller of the Office
of Associate Chief Counsel (Corporate).
Other personnel from Treasury
Department and the IRS participated in
their development.

List of Subjects
26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

26 CFR Part 602

Reporting and recordkeeping
requirements.

Adoption of Amendments to the
Regulations

= Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

= Paragraph 1. The authority citation for
part 1 is amended by adding an entry in
numerical order to read in part as
follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.337(d)-6T also issued under 26
U.S.C. 337.

Section 1.337(d)-7T also issued under 26
U.S.C. 337. * * *
» Par. 2. §1.337(d)-5T is amended by:
= 1. Revising the section heading.
= 2. Revising paragraph (d).
m The revisions read as follows:

§1.337(d)-5T Old transitional rules
imposing tax on property owned by aC
corporation that becomes property of a RIC
or REIT (temporary).

* * * * *

(d) Effective date. In the case of
carryover basis transactions involving
the transfer of property ofa C
corporation to a RIC or REIT, the
regulations apply to transactions
occurring on or after June 10, 1987, and
before January 2, 2002. In the case of a
C corporation that qualifies to be taxed
as a RIC or REIT, the regulations apply
to such qualifications that are effective
for taxable years beginning on or after
June 10, 1987, and before January 2,
2002. However, RICs and REITs that are
subject to section 1374 treatment under
this section may not rely on § 1.337(d)-
5T(b)(1), but must apply paragraphs
(c)(1)(), (c)(2)(), (c)(2)(ii), and (c)(3) of
§1.337(d)-6T, with respect to built-in
gains and losses recognized in taxable
years beginning on or after January 2,
2002. In lieu of applying this section,
taxpayers may rely on § 1.337(d)-6T to
determine the tax consequences (for all
taxable years) of any conversion
transaction. For transactions and
qualifications that occur on or after
January 2, 2002, see §1.337(d)-7T.

m Par. 3. Sections 1.337(d)—6T and
1.337(d)-7T are added immediately after
§1.337(d)-5T to read as follows:

§1.337(d)-6T New transitional rules
imposing tax on property owned by aC
corporation that becomes property of a RIC
or REIT (temporary).

(a) General Rule—(1) Property owned
by a C corporation that becomes
property of a RIC or REIT. If property
owned by a C corporation (as defined in
paragraph (a)(2)(i) of this section)
becomes the property of a RIC or REIT
(the converted property) in a conversion
transaction (as defined in paragraph
(a)(2)(ii) of this section), then deemed
sale treatment will apply as described in
paragraph (b) of this section, unless the
RIC or REIT elects section 1374
treatment with respect to the conversion
transaction as provided in paragraph (c)
of this section. See paragraph (d) of this
section for exceptions to this paragraph
(a).
(2) Definitions—(i) C corporation. For
purposes of this section, the term C
corporation has the meaning provided
in section 1361(a)(2) except that the
term does not include a RIC or REIT.

(ii) Conversion transaction. For
purposes of this section, the term
conversion transaction means the
qualification of a C corporation as a RIC
or REIT or the transfer of property
owned by a C corporation to a RIC or
REIT.

(b) Deemed Sale Treatment—(1) In
general. If property owned by a C
corporation becomes the property of a
RIC or REIT in a conversion transaction,
then the C corporation recognizes gain
and loss as if it sold the converted
property to an unrelated party at fair
market value on the deemed sale date
(as defined in paragraph (b)(3) of this
section). This paragraph (b) does not
apply if its application would result in
the recognition of a net loss. For this
purpose, net loss is the excess of
aggregate losses over aggregate gains
(including items of income), without
regard to character.

(2) Basis adjustment. If a corporation
recognizes a net gain under paragraph
(b)(1) of this section, then the converted
property has a basis in the hands of the
RIC or REIT equal to the fair market
value of such property on the deemed
sale date.

(3) Deemed sale date—(i) RIC or REIT
qualifications. If the conversion
transaction is a qualification of a C
corporation as a RIC or REIT, then the
deemed sale date is the end of the last
day of the C corporation’s last taxable
year before the first taxable year in
which it qualifies to be taxed as a RIC
or REIT.

(ii) Other conversion transactions. If
the conversion transaction is a transfer
of property owned by a C corporation to
a RIC or REIT, then the deemed sale
date is the end of the day before the day
of the transfer.

(4) Example. The rules of this
paragraph (b) are illustrated by the
following example:

Example. Deemed sale treatment on merger
into RIC. (i) X, a calendar-year taxpayer, has
qualified as a RIC since January 1, 1991. On
May 31, 1994, Y, a C corporation and
calendar-year taxpayer, transfers all of its
property to X in a transaction that qualifies
as a reorganization under section
368(a)(1)(C). X does not elect section 1374
treatment under paragraph (c) of this section
and chooses not to rely on § 1.337(d)-5T. As
a result of the transfer, Y is subject to deemed
sale treatment under this paragraph (b) on its
tax return for the short taxable year ending
May 31, 1994. On May 31, 1994, Y’s only
assets are Capital Asset, which has a fair
market value of $100,000 and a basis of
$40,000 as of the end of May 30, 1994, and
$50,000 cash. Y also has an unrestricted net
operating loss carryforward of $12,000 and
accumulated earnings and profits of $50,000.
Y has no taxable income for the short taxable
year ending May 31, 1994, other than gain
recognized under this paragraph (b). In 1997,
X sells Capital Asset for $110,000. Assume
the applicable corporate tax rate is 35%.

(ii) Under this paragraph (b), Y is treated
as if it sold the converted property (Capital
Asset and $50,000 cash) at fair market value
on May 30, 1994, recognizing $60,000 of gain
($150,000 amount realized—$90,000 basis). Y



Federal Register/Vol. 67, No. 1/Wednesday, January 2, 2002/Rules and Regulations

13

must report the gain on its tax return for the
short taxable year ending May 31, 1994. Y
may offset this gain with its $12,000 net
operating loss carryforward and will pay tax
of $16,800 (35% of $48,000).

(iii) Under section 381, X succeeds to Y’s
accumulated earnings and profits. Y’s
accumulated earnings and profits of $50,000
increase by $60,000 and decrease by $16,800
as a result of the deemed sale. Thus, the
aggregate amount of subchapter C earnings
and profits that must be distributed to satisfy
section 852(a)(2)(B) is $93,200 ($50,000 +
$60,000 — $16,800). X’s basis in Capital
Asset is $100,000. On X’s sale of Capital
Asset in 1997, X recognizes $10,000 of gain,
which is taken into account in computing X’s
net capital gain for purposes of section
852(b)(3).

(c) Election of section 1374 treatment—(1)
In general—(i) Property owned by a C
corporation that becomes property of a RIC
or REIT. Paragraph (b) of this section does
not apply if the RIC or REIT that was
formerly a C corporation or that acquired
property from a C corporation makes the
election described in paragraph (c)(4) of this
section. A RIC or REIT that makes such an
election will be subject to tax on the net
built-in gain in the converted property under
the rules of section 1374 and the regulations
thereunder, as modified by this paragraph (c),
as if the RIC or REIT were an S corporation.

(ii) Property subject to the rules of section
1374 owned by a RIC, REIT, or S corporation
that becomes property of a RIC or REIT. If
property subject to the rules of section 1374
owned by a RIC, a REIT, or an S corporation
(the predecessor) becomes the property of a
RIC or REIT (the successor) in a continuation
transaction, the rules of section 1374 apply
to the successor to the same extent that the
predecessor was subject to the rules of
section 1374 with respect to such property,
and the 10-year recognition period of the
successor with respect to such property is
reduced by the portion of the 10-year
recognition period of the predecessor that
expired before the date of the continuation
transaction. For this purpose, a continuation
transaction means the qualification of the
predecessor as a RIC or REIT or the transfer
of property from the predecessor to the
successor in a transaction in which the
successor’s basis in the transferred property
is determined, in whole or in part, by
reference to the predecessor’s basis in that
property.

(2) Modification of section 1374
treatment—(i) Net recognized built-in gain
for REITs—(A) Prelimitation amount. The
prelimitation amount determined as
provided in § 1.1374-2(a)(1) is reduced by
the portion of such amount, if any, that is
subject to tax under section 857(b)(4), (5), (6),
or (7). For this purpose, the amount of a
REIT’s recognized built-in gain that is subject
to tax under section 857(b)(5) is computed as
follows:

(1) Where the tax under section 857(b)(5)
is computed by reference to section
857(b)(5)(A), the amount of a REIT’s
recognized built-in gain that is subject to tax
under section 857(b)(5) is the tax imposed by
section 857(b)(5) multiplied by a fraction the
numerator of which is the amount of

recognized built-in gain (without regard to
recognized built-in loss and recognized built-
in gain from prohibited transactions) that is
not derived from sources referred to in
section 856(c)(2) and the denominator of
which is the gross income (without regard to
gross income from prohibited transactions) of
the REIT that is not derived from sources
referred to in section 856(c)(2).

(2) Where the tax under section 857(b)(5)
is computed by reference to section
857(b)(5)(B), the amount of a REIT’s
recognized built-in gain that is subject to tax
under section 857(b)(5) is the tax imposed by
section 857(b)(5) multiplied by a fraction the
numerator of which is the amount of
recognized built-in gain (without regard to
recognized built-in loss and recognized built-
in gain from prohibited transactions) that is
not derived from sources referred to in
section 856(c)(3) and the denominator of
which is the gross income (without regard to
gross income from prohibited transactions) of
the REIT that is not derived from sources
referred to in section 856(c)(3).

(B) Taxable income limitation. The taxable
income limitation determined as provided in
§1.1374-2(a)(2) is reduced by an amount
equal to the tax imposed under sections
857(b)(5), (6), and (7).

(ii) Loss carryforwards, credits and credit
carryforwards—(A) Loss carryforwards.
Consistent with paragraph (c)(1)(i) of this
section, net operating loss carryforwards and
capital loss carryforwards arising in taxable
years for which the corporation that
generated the loss was not subject to
subchapter M of chapter 1 of the Code are
allowed as a deduction against net
recognized built-in gain to the extent allowed
under section 1374 and the regulations
thereunder. Such loss carryforwards must be
used as a deduction against net recognized
built-in gain for a taxable year to the greatest
extent possible before such losses can be
used to reduce investment company taxable
income for purposes of section 852(b) or real
estate investment trust taxable income for
purposes of section 857(b) for that taxable
year.

(B) Credits and credit carryforwards.
Consistent with paragraph (c)(1)(i) of this
section, minimum tax credits and business
credit carryforwards arising in taxable years
for which the corporation that generated the
credit was not subject to subchapter M of
chapter 1 of the Internal Revenue Code are
allowed to reduce the tax imposed on net
recognized built-in gain under this paragraph
(c) to the extent allowed under section 1374
and the regulations thereunder. Such credits
and credit carryforwards must be used to
reduce the tax imposed under this paragraph
(c) on net recognized built-in gain for a
taxable year to the greatest extent possible
before such credits and credit carryforwards
can be used to reduce the tax, if any, on
investment company taxable income for
purposes of section 852(b) or on real estate
investment trust taxable income for purposes
of section 857(b) for that taxable year.

(iii) 10-year recognition period. In the case
of a conversion transaction that is a
qualification of a C corporation as a RIC or
REIT, the 10-year recognition period
described in section 1374(d)(7) begins on the

first day of the RIC’s or REIT’s first taxable
year. In the case of other conversion
transactions, the 10-year recognition period
begins on the day the property is acquired by
the RIC or REIT.

(3) Coordination with subchapter M rules—
(i) Recognized built-in gains and losses
subject to subchapter M. Recognized built-in
gains and losses of a RIC or REIT are
included in computing investment company
taxable income for purposes of section
852(b)(2), real estate investment trust taxable
income for purposes of section 857(b)(2),
capital gains for purposes of sections
852(b)(3) and 857(b)(3), gross income derived
from sources within any foreign country or
possession of the United States for purposes
of section 853, and the dividends paid
deduction for purposes of sections
852(b)(2)(D), 852(b)(3)(A), 857(b)(2)(B), and
857(b)(3)(A).

(ii) Treatment of tax imposed. The amount
of tax imposed under this paragraph (c) on
net recognized built-in gain for a taxable year
is treated as a loss sustained by the RIC or
the REIT during such taxable year. The
character of the loss is determined by
allocating the tax proportionately (based on
recognized built-in gain) among the items of
recognized built-in gain included in net
recognized built-in gain. With respect to
RICs, the tax imposed under this paragraph
(c) on net recognized built-in gain is treated
as attributable to the portion of the RIC’s
taxable year occurring after October 31.

(4) Making the section 1374 election—(i) In
general. A RIC or REIT makes a section 1374
election with the following statement:
“[Insert name and employer identification
number of electing RIC or REIT] elects under
§1.337-6T(c) to be subject to the rules of
section 1374 and the regulations thereunder
with respect to its property that formerly was
held by a C corporation, [insert name and
employer identification number of the C
corporation, if different from name and
employer identification number of the RIC or
REIT].” However, a RIC or REIT need not file
an election under this paragraph (c), but will
be deemed to have made such an election if
it can demonstrate that it informed the IRS
prior to January 2, 2002, of its intent to make
a section 1374 election. An election under
this paragraph (c) is irrevocable.

(ii) Time for making the election. An
election under this paragraph (c) may be filed
by the RIC or REIT with any Federal income
tax return filed by the RIC or REIT on or
before March 15, 2003, provided that the RIC
or REIT has reported consistently with such
election for all periods.

(5) Example. The rules of this paragraph (c)
are illustrated by the following example:

Example. Section 1374 treatment on REIT
election. (i) X, a C corporation that is a
calendar-year taxpayer, elects to be taxed as
a REIT on its 1994 tax return, which it files
on March 15, 1995. As a result, X is a REIT
for its 1994 taxable year and would be subject
to deemed sale treatment under paragraph (b)
of this section but for X’s timely election of
section 1374 treatment under this paragraph
(c). X chooses not to rely on §1.337(d)-5T.
As of the beginning of the 1994 taxable year,
X’s property consisted of Real Property,
which is not section 1221(a)(1) property and
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which had a fair market value of $100,000
and an adjusted basis of $80,000, and
$25,000 cash. X also had accumulated
earnings and profits of $25,000, unrestricted
net operating loss carryforwards of $3,000,
and unrestricted business credit
carryforwards of $2,000. On July 1, 1997, X
sells Real Property for $110,000. For its 1997
taxable year, X has net income other than
recognized built-in gain. Assume the highest
corporate tax rate is 35%.

(ii) Upon its election to be taxed as a REIT,
X retains its $80,000 basis in Real Property
and its $25,000 accumulated earnings and
profits. X retains its $3,000 of net operating
loss carryforwards and its $2,000 of business
credit carryforwards. To satisfy section
857(a)(2)(B), X must distribute $25,000, an
amount equal to its earnings and profits
accumulated in non-REIT years, to its
shareholders by the end of its 1994 taxable
year.

(iii) Upon X’s sale of Real Property in 1997,
X recognizes gain of $30,000 ($110,000—
$80,000). X’s recognized built-in gain for
purposes of applying section 1374 is $20,000
($100,000 fair market value as of the
beginning of X’s first taxable year as a REIT—
$80,000 basis). Because X has net income
other than recognized built-in gain for its
1997 taxable year, the taxable income
limitation does not apply. X, therefore, has
$20,000 net recognized built-in gain for the
year. Assuming that X has not used its $3,000
of net operating loss carryforwards in a prior
taxable year and that their use is allowed
under section 1374(b)(2) and § 1.1374-5, X is
allowed a $3,000 deduction against the
$20,000 net recognized built-in gain. X
would owe tax of $5,950 (35% of $17,000) on
its net recognized built-in gain, except that X
may use its $2,000 of business credit
carryforwards to reduce this tax, assuming
that X has not used the credit carryforwards
in a prior taxable year and that their use is
allowed under section 1374(b)(3) and
§1.1374—6. Thus, X owes tax of $3,950 under
this paragraph (c). For purposes of
subchapter M, X’s earnings and profits for the
year increase by $26,050 ($30,000 capital
gain on the sale of Real Property—$3,950 tax
under this paragraph (c)).

(iv) To compute X’s net capital gain for
purposes of section 857(b)(3) for the taxable
year, the $20,000 of net recognized built-in
gain less the $3,950 of tax imposed on that
gain is added to X’s capital gain (or loss), if
any, that is not recognized built-in gain (or
loss).

(d) Exceptions—(1) Gain otherwise
recognized. Paragraph (a) of this section
does not apply to any conversion
transaction to the extent that gain or loss
otherwise is recognized on such
conversion transaction. See, for
example, sections 336, 351(b), 356,
357(c), 367, and 1001.

(2) Re-election of RIC or REIT status—
(i) Generally. Except as provided in
paragraphs (d)(2)(ii) and (iii) of this
section, paragraph (a)(1) of this section
does not apply to any corporation that—

(A) Immediately prior to qualifying to
be taxed as a RIC or REIT was subject

to tax as a C corporation for a period not
exceeding two taxable years; and

(B) Immediately prior to being subject
to tax as a C corporation was subject to
tax as a RIC or REIT for a period of at
least one taxable year.

(ii) Property acquired from another
corporation while a C corporation. The
exception described in paragraph
(d)(2)(i) of this section does not apply to
property acquired by the corporation
while it was subject to tax as a C
corporation from another corporation
(whether or not a C corporation) in a
transaction that results in the acquirer’s
basis in the property being determined
by reference to a C corporation’s basis
in the property.

(iii) RICs and REITs previously subject
to section 1374 treatment. If the RIC or
REIT had property subject to paragraph
(c) of this section before the RIC or REIT
became subject to tax as a C corporation
as described in paragraph (d)(2)(i) of
this section, then paragraph (c) of this
section applies to the RIC or REIT upon
its requalification as a RIC or REIT,
except that the 10-year recognition
period with respect to such property is
reduced by the portion of the 10-year
recognition period that expired before
the RIC or REIT became subject to tax
as a C corporation and by the period of
time that the corporation was subject to
tax as a C corporation.

(e) Effective date. This section applies
to conversion transactions that occur on
or after June 10, 1987, and before
January 2, 2002. In lieu of applying this
section, taxpayers generally may apply
§1.337(d)-5T to determine the tax
consequences (for all taxable years) of
any conversion transaction that occurs
on or after June 10, 1987 and before
January 2, 2002, except that RICs and
REITs that are subject to section 1374
treatment with respect to a conversion
transaction may not rely on § 1.337(d)—
5T(b)(1), but must apply paragraphs
(c)(1)(), (c)(2)(), (c)(2)(ii), and (c)(3) of
this section, with respect to built-in
gains and losses recognized in taxable
years beginning on or after January 2,
2002. Taxpayers are not prevented from
relying on § 1.337(d)-5T merely because
they elect section 1374 treatment in the
manner described in paragraph (c)(4) of
this section instead of in the manner
described in §1.337(d)-5T(b)(3) and (c).
For conversion transactions that occur
on or after January 2, 2002, see
§1.337(d)-7T. This section expires on
December 31, 2004.

§1.337(d)-7T Tax on property owned by a
C corporation that becomes property of a
RIC or REIT (temporary).

(a) General Rule—(1) Property owned
by a C corporation that becomes

property of a RIC or REIT. If property
owned by a C corporation (as defined in
paragraph (a)(2)(i) of this section)
becomes the property of a RIC or REIT
(the converted property) in a conversion
transaction (as defined in paragraph
(a)(2)(ii) of this section), then section
1374 treatment will apply as described
in paragraph (b) of this section, unless
the C corporation elects deemed sale
treatment with respect to the conversion
transaction as provided in paragraph (c)
of this section. See paragraph (d) of this
section for exceptions to this paragraph
(a).

(2) Definitions—(i) C corporation. For
purposes of this section, the term C
corporation has the meaning provided
in section 1361(a)(2) except that the
term does not include a RIC or REIT.

(ii) Conversion transaction. For
purposes of this section, the term
conversion transaction means the
qualification of a C corporation as a RIC
or REIT or the transfer of property
owned by a C corporation to a RIC or
REIT.

(b) Section 1374 treatment—(1) In
general—(i) Property owned by a C
corporation that becomes property of a
RIC or REIT. If property owned by a C
corporation becomes the property of a
RIC or REIT in a conversion transaction,
then the RIC or REIT will be subject to
tax on the net built-in gain in the
converted property under the rules of
section 1374 and the regulations
thereunder, as modified by this
paragraph (b), as if the RIC or REIT were
an S corporation.

(ii) Property subject to the rules of
section 1374 owned by a RIC, REIT, or
S corporation that becomes property of
a RIC or REIT. If property subject to the
rules of section 1374 owned by a RIC,

a REIT, or an S corporation (the
predecessor) becomes the property of a
RIC or REIT (the successor) in a
continuation transaction, the rules of
section 1374 apply to the successor to
the same extent that the predecessor
was subject to the rules of section 1374
with respect to such property, and the
10-year recognition period of the
successor with respect to such property
is reduced by the portion of the 10-year
recognition period of the predecessor
that expired before the date of the
continuation transaction. For this
purpose, a continuation transaction
means the qualification of the
predecessor as a RIC or REIT or the
transfer of property from the
predecessor to the successor in a
transaction in which the successor’s
basis in the transferred property is
determined, in whole or in part, by
reference to the predecessor’s basis in
that property.
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(2) Modification of section 1374
treatment—(i) Net recognized built-in
gain for REITs—(A) Prelimitation
amount. The prelimitation amount
determined as provided in §1.1374—
2(a)(1) is reduced by the portion of such
amount, if any, that is subject to tax
under section 857(b)(4), (5), (6), or (7).
For this purpose, the amount of a REIT’s
recognized built-in gain that is subject
to tax under section 857(b)(5) is
computed as follows:

(1) Where the tax under section
857(b)(5) is computed by reference to
section 857(b)(5)(A), the amount of a
REIT’s recognized built-in gain that is
subject to tax under section 857(b)(5) is
the tax imposed by section 857(b)(5)
multiplied by a fraction the numerator
of which is the amount of recognized
built-in gain (without regard to
recognized built-in loss and recognized
built-in gain from prohibited
transactions) that is not derived from
sources referred to in section 856(c)(2)
and the denominator of which is the
gross income (without regard to gross
income from prohibited transactions) of
the REIT that is not derived from
sources referred to in section 856(c)(2).

(2) Where the tax under section
857(b)(5) is computed by reference to
section 857(b)(5)(B), the amount of a
REIT’s recognized built-in gain that is
subject to tax under section 857(b)(5) is
the tax imposed by section 857(b)(5)
multiplied by a fraction the numerator
of which is the amount of recognized
built-in gain (without regard to
recognized built-in loss and recognized
built-in gain from prohibited
transactions) that is not derived from
sources referred to in section 856(c)(3)
and the denominator of which is the
gross income (without regard to gross
income from prohibited transactions) of
the REIT that is not derived from
sources referred to in section 856(c)(3).

(B) Taxable income limitation. The
taxable income limitation determined as
provided in § 1.1374-2(a)(2) is reduced
by an amount equal to the tax imposed
under section 857(b)(5), (6), and (7).

(ii) Loss carryforwards, credits and
credit carryforwards—(A) Loss
carryforwards. Consistent with
paragraph (b)(1)(i) of this section, net
operating loss carryforwards and capital
loss carryforwards arising in taxable
years for which the corporation that
generated the loss was not subject to
subchapter M of chapter 1 of the Code
are allowed as a deduction against net
recognized built-in gain to the extent
allowed under section 1374 and the
regulations thereunder. Such loss
carryforwards must be used as a
deduction against net recognized built-
in gain for a taxable year to the greatest

extent possible before such losses can be
used to reduce investment company
taxable income for purposes of section
852(b) or real estate investment trust
taxable income for purposes of section
857(b) for that taxable year.

(B) Credits and credit carryforwards.
Consistent with paragraph (b)(1)(i) of
this section, minimum tax credits and
business credit carryforwards arising in
taxable years for which the corporation
that generated the credit was not subject
to subchapter M of chapter 1 of the
Internal Revenue Code are allowed to
reduce the tax imposed on net
recognized built-in gain under this
paragraph (b) to the extent allowed
under section 1374 and the regulations
thereunder. Such credits and credit
carryforwards must be used to reduce
the tax imposed under this paragraph
(b) on net recognized built-in gain for a
taxable year to the greatest extent
possible before such credits and credit
carryforwards can be used to reduce the
tax, if any, on investment company
taxable income for purposes of section
852(b) or on real estate investment trust
taxable income for purposes of section
857(b) for that taxable year.

(iii) 10-year recognition period. In the
case of a conversion transaction that is
a qualification of a C corporation as a
RIC or REIT, the 10-year recognition
period described in section 1374(d)(7)
begins on the first day of the RIC’s or
REIT’s first taxable year. In the case of
other conversion transactions, the 10-
year recognition period begins on the
day the property is acquired by the RIC
or REIT.

(3) Coordination with subchapter M
rules—(i) Recognized built-in gains and
losses subject to subchapter M.
Recognized built-in gains and losses of
a RIC or REIT are included in
computing investment company taxable
income for purposes of section
852(b)(2), real estate investment trust
taxable income for purposes of section
857(b)(2), capital gains for purposes of
sections 852(b)(3) and 857(b)(3), gross
income derived from sources within any
foreign country or possession of the
United States for purposes of section
853, and the dividends paid deduction
for purposes of sections 852(b)(2)(D),
852(b)(3)(A), 857(b)(2)(B), and
857(b)(3)(A).

(ii) Treatment of tax imposed. The
amount of tax imposed under this
paragraph (b) on net recognized built-in
gain for a taxable year is treated as a loss
sustained by the RIC or the REIT during
such taxable year. The character of the
loss is determined by allocating the tax
proportionately (based on recognized
built-in gain) among the items of
recognized built-in gain included in net

recognized built-in gain. With respect to
RICs, the tax imposed under this
paragraph (b) on net recognized built-in
gain is treated as attributable to the
portion of the RIC’s taxable year
occurring after October 31.

(4) Example. The rules of this
paragraph (b) are illustrated by the
following example:

Example. Section 1374 treatment on REIT
election. (i) X, a C corporation that is a
calendar-year taxpayer, elects to be taxed as
a REIT on its 2004 tax return, which it files
on March 15, 2005. As a result, X is a REIT
for its 2004 taxable year and is subject to
section 1374 treatment under this paragraph
(b). X does not elect deemed sale treatment
under paragraph (c) of this section. As of the
beginning of the 2004 taxable year, X’s
property consisted of Real Property, which is
not section 1221(a)(1) property and which
had a fair market value of $100,000 and an
adjusted basis of $80,000, and $25,000 cash.
X also had accumulated earnings and profits
of $25,000, unrestricted net operating loss
carryforwards of $3,000, and unrestricted
business credit carryforwards of $2,000. On
July 1, 2007, X sells Real Property for
$110,000. For its 1997 taxable year, X has net
income other than recognized built-in gain.
Assume the highest corporate tax rate is 35%.

(ii) Upon its election to be taxed as a REIT,
X retains its $80,000 basis in Real Property
and its $25,000 accumulated earnings and
profits. X retains its $3,000 of net operating
loss carryforwards and its $2,000 of business
credit carryforwards. To satisfy section
857(a)(2)(B), X must distribute $25,000, an
amount equal to its earnings and profits
accumulated in non-REIT years, to its
shareholders by the end of its 2004 taxable
year.

(iii) Upon X’s sale of Real Property in 2007,
X recognizes gain of $30,000 ($110,000—
$80,000). X’s recognized built-in gain for
purposes of applying section 1374 is $20,000
($100,000 fair market value as of the
beginning of X’s first taxable year as a REIT—
$80,000 basis). Because X has net income
other than recognized built-in gain for its
2007 taxable year, the taxable income
limitation does not apply. X, therefore, has
$20,000 net recognized built-in gain for the
year. Assuming that X has not used its $3,000
of net operating loss carryforwards in a prior
taxable year and that their use is allowed
under section 1374(b)(2) and § 1.1374-5, X is
allowed a $3,000 deduction against the
$20,000 net recognized built-in gain. X
would owe tax of $5,950 (35% of $17,000) on
its net recognized built-in gain, except that X
may use its $2,000 of business credit
carryforwards to reduce the tax, assuming
that X has not used the credit carryforwards
in a prior taxable year and that their use is
allowed under section 1374(b)(3) and
§1.1374-6. Thus, X owes tax of $3,950 under
this paragraph (b). For purposes of
subchapter M, X’s earnings and profits for the
year increase by $26,050 ($30,000 capital
gain on the sale of Real Property—$3,950 tax
under this paragraph (b)).

(iv) To compute X’s net capital gain for
purposes of section 857(b)(3) for the taxable
year, the $20,000 of net recognized built-in
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gain less the $3,950 of tax imposed on that
gain is added to X’s capital gain (or loss), if
any, that is not recognized built-in gain (or
loss).

(c) Election of deemed sale
treatment—(1) In general. Paragraph (b)
of this section does not apply if the C
corporation that qualifies as a RIC or
REIT or transfers property to a RIC or
REIT makes the election described in
paragraph (c)(5) of this section. A C
corporation that makes such an election
recognizes gain and loss as if it sold the
converted property to an unrelated party
at fair market value on the deemed sale
date (as defined in paragraph (c)(3) of
this section). See paragraph (c)(4) of this
section concerning limitations on the
use of loss in computing gain. This
paragraph (c) does not apply if its
application would result in the
recognition of a net loss. For this
purpose, net loss is the excess of
aggregate losses over aggregate gains
(including items of income), without
regard to character.

(2) Basis adjustment. If a corporation
recognizes a net gain under paragraph
(c)(1) of this section, then the converted
property has a basis in the hands of the
RIC or REIT equal to the fair market
value of such property on the deemed
sale date.

(3) Deemed sale date—(i) RIC or REIT
qualifications. If the conversion
transaction is a qualification of a C
corporation as a RIC or REIT, then the
deemed sale date is the end of the last
day of the C corporation’s last taxable
year before the first taxable year in
which it qualifies to be taxed as a RIC
or REIT.

(ii) Other conversion transactions. If
the conversion transaction is a transfer
of property owned by a C corporation to
a RIC or REIT, then the deemed sale
date is the end of the day before the day
of the transfer.

(4) Anti-stuffing rule. A C corporation
must disregard converted property in
computing gain or loss recognized on
the conversion transaction under this
paragraph (c), if—

(i) The converted property was
acquired by the C corporation in a
transaction to which section 351
applied or as a contribution to capital;

(ii) Such converted property had an
adjusted basis immediately after its
acquisition by the C corporation in
excess of its fair market value on the
date of acquisition; and

(iii) The acquisition of such converted
property by the C corporation was part
of a plan a principal purpose of which
was to reduce gain recognized by the C
corporation in connection with the
conversion transaction. For purposes of

this paragraph (c)(4), the principles of
section 336(d)(2) apply.

(5) Making the deemed sale election.
A C corporation makes the deemed sale
election with the following statement:
“[Insert name and employer
identification number of electing
corporation] elects deemed sale
treatment under § 1.337(d)-7T(c) with
respect to its property that was
converted to property of, or transferred
to, a RIC or REIT, [insert name and
employer identification number of the
RIC or REIT, if different from the name
and employer identification number of
the C corporation].” This statement
must be attached to the Federal income
tax return of the C corporation for the
taxable year in which the deemed sale
occurs. An election under this
paragraph (c) is irrevocable.

(6) Examples. The rules of this
paragraph (c) are illustrated by the
following examples:

Example 1. Deemed sale treatment on
merger into RIC. (i) X, a calendar-year
taxpayer, has qualified as a RIC since January
1, 2001. On May 31, 2004, Y, a C corporation
and calendar-year taxpayer, transfers all of its
property to X in a transaction that qualifies
as a reorganization under section
368(a)(1)(C). As a result of the transfer, Y
would be subject to section 1374 treatment
under paragraph (b) of this section but for its
timely election of deemed sale treatment
under this paragraph (c). As a result of such
election, Y is subject to deemed sale
treatment on its tax return for the short
taxable year ending May 31, 2004. On May
31, 2004, Y’s only assets are Capital Asset,
which has a fair market value of $100,000
and a basis of $40,000 as of the end of May
30, 2004, and $50,000 cash. Y also has an
unrestricted net operating loss carryforward
of $12,000 and accumulated earnings and
profits of $50,000. Y has no taxable income
for the short taxable year ending May 31,
2004, other than gain recognized under this
paragraph (c). In 2007, X sells Capital Asset
for $110,000. Assume the applicable
corporate tax rate is 35%.

(ii) Under this paragraph (c), Y is treated
as if it sold the converted property (Capital
Asset and $50,000 cash) at fair market value
on May 30, 2004, recognizing $60,000 of gain
($150,000 amount realized — $90,000 basis). Y
must report the gain on its tax return for the
short taxable year ending May 31, 2004. Y
may offset this gain with its $12,000 net
operating loss carryforward and will pay tax
of $16,800 (35% of $48,000).

(iii) Under section 381, X succeeds to Y’s
accumulated earnings and profits. Y’s
accumulated earnings and profits of $50,000
increase by $60,000 and decrease by $16,800
as a result of the deemed sale. Thus, the
aggregate amount of subchapter C earnings
and profits that must be distributed to satisfy
section 852(a)(2)(B) is $93,200 ($50,000 +
$60,000 — $16,800). X’s basis in Capital
Asset is $100,000. On X’s sale of Capital
Asset in 2007, X recognizes $10,000 of gain
which is taken into account in computing X’s

net capital gain for purposes of section
852(b)(3).

Example 2. Loss limitation. (i) Assume the
facts are the same as those described in
Example 1, but that, prior to the
reorganization, a shareholder of Y
contributed to Y a capital asset, Capital Asset
2, which has a fair market value of $10,000
and a basis of $20,000, in a section 351
transaction.

(ii) Assuming that Y’s acquisition of
Capital Asset 2 was made pursuant to a plan
a principal purpose of which was to reduce
the amount of gain that Y would recognize
in connection with the conversion
transaction, Capital Asset 2 would be
disregarded in computing the amount of Y’s
net gain on the conversion transaction.

(d) Exceptions—(1) Gain otherwise
recognized. Paragraph (a) of this section
does not apply to any conversion
transaction to the extent that gain or loss
otherwise is recognized on such
conversion transaction. See, for
example, sections 336, 351(b), 356,
357(c), 367, and 1001.

(2) Re-election of RIC or REIT status—
(i) Generally. Except as provided in
paragraphs (d)(2)(ii) and (d)(2)(iii) of
this section, paragraph (a)(1) of this
section does not apply to any
corporation that—

(A) Immediately prior to qualifying to
be taxed as a RIC or REIT was subject
to tax as a G corporation for a period not
exceeding two taxable years; and

(B) Immediately prior to being subject
to tax as a C corporation was subject to
tax as a RIC or REIT for a period of at
least one taxable year.

(ii) Property acquired from another
corporation while a C corporation. The
exception described in paragraph
(d)(2)(i) of this section does not apply to
property acquired by the corporation
while it was subject to tax as a C
corporation from another corporation
(whether or not a C corporation) in a
transaction that results in the acquirer’s
basis in the property being determined
by reference to a C corporation’s basis
in the property.

(iii) RICs and REITs previously subject
to section 1374 treatment. If the RIC or
REIT had property subject to paragraph
(b) of this section before the RIC or REIT
became subject to tax as a C corporation
as described in paragraph (d)(2)(i) of
this section, then paragraph (b) of this
section applies to the RIC or REIT upon
its requalification as a RIC or REIT,
except that the 10-year recognition
period with respect to such property is
reduced by the portion of the 10-year
recognition period that expired before
the RIC or REIT became subject to tax
as a C corporation and by the period of
time that the corporation was subject to
tax as a C corporation.
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(e) Special rule for partnerships. The
principles of this section apply to
property transferred by a partnership to
a RIC or REIT to the extent of any C
corporation partner’s proportionate
share of the transferred property. For
example, if a C corporation owns a 20
percent interest in a partnership and
that partnership contributes an asset to
a REIT in a section 351 transaction, then
the partnership shall be treated as a C
corporation with respect to 20 percent
of the asset contributed to the REIT. If
the partnership were to elect deemed
sale treatment under paragraph (c) of
this section with respect to such
transfer, then any gain recognized by the
partnership on the deemed sale must be
specially allocated to the C corporation
partner.

(f) Effective date. This section applies
to conversion transactions that occur on
or after January 2, 2002. For conversion
transactions that occurred on or after
June 10, 1987 and before January 2,
2002, see §1.337(d)-5T and §1.337(d)-
6T. This section expires on December
31, 2004.

PART 602—OMB CONTROL NUMBERS
UNDER THE PAPERWORK
REDUCTION ACT

= Par. 4. The authority citation for part
602 continues to read as follows:
Authority: 26 U.S.C. 7805.

= Par. 5.In §602.101, paragraph (b) is
amended by adding an entry in
numerical order to the table to read as
follows:

§602.101 OMB Control numbers.

* * * * *

(b)* L

CFR part or section where Current OMB

identified or described control No.
1.337(d)—6T .evevreeeveieeeieen. 1545-1672
1.337(d)=7T e 1545-1672
* * * * *

Approved: December 20, 2001.
Robert E. Wenzel,
Deputy Commissioner of Internal Revenue.
Mark Weinberger,
Assistant Secretary of the Treasury.
[FR Doc. 01-31969 Filed 12-31-01; 8:45 am]|
BILLING CODE 4830-01-P

DEPARTMENT OF TRANSPORTATION

Coast Guard

33 CFR Part 110

[CGD09-01-122]

RIN 2115-AA98

Special Anchorage Area: Henderson
Harbor, NY

AGENCY: Coast Guard, DOT.
ACTION: Final rule; request for additional
comments.

SUMMARY: The purpose of this document
is to solicit comments on the
appropriate size of the Henderson
Harbor Special Anchorage Area. On
March 7, 2000, the Coast Guard
published a final rule that substantially
increased the size of the special
anchorage area. Due to concerns from
the local community, the Coast Guard is
soliciting additional comments
regarding the appropriate size of the
Special Anchorage Area.

DATES: Comments must be received by
April 2, 2002.

ADDRESSES: You may mail comments to
Commander (mco—1), Ninth Coast
Guard District, 1240 E. Ninth Street,
Cleveland, Ohio 44199-2060, or deliver
them to room 2069 at the same address
between 9 a.m. and 2 p.m., Monday
through Friday, except Federal holidays.
The telephone number is (216) 902—
6056.

The Ninth Coast Guard District
Marine Safety Office maintains the
public docket. Comments, and
documents indicated in this preamble,
will become part of this docket and will
be available for inspection or copying at
room 2069, Ninth Coast Guard District,
between 9 a.m. and 2 p.m., Monday
through Friday, except Federal holidays.
FOR FURTHER INFORMATION CONTACT:
Commander Ronald Branch, Chief,
Marine Safety Compliance Operations
Branch, Ninth Coast Guard District
Marine Safety Office, 1240 E. Ninth
Street, Cleveland, Ohio 44199-2060.
The phone number is (216) 902—6056.
SUPPLEMENTARY INFORMATION:

Request for Comments

The Coast Guard encourages
interested persons to submit data,
views, or arguments. Persons submitting
comments should include their names
and addresses, identify this docket
(CGD09-01-122) and the specific
section of this document to which each
comment applies, and give the reason
for each comment. Please submit two
copies of all comments and attachments
in an unbound format, no larger than

8V2 by 11 inches, suitable for copying
and electronic filing. Persons wanting
acknowledgment of receipt of comments
should enclose stamped, self-addressed
postcards or envelopes.

Background Information

The Coast Guard published a Notice
of Proposed Rulemaking (NPRM) in the
Federal Register on November 5, 1999
(64 FR 60399). During the comment
period for the NPRM, the Coast Guard
received several positive comments
from the community regarding the
proposed enlargement of the anchorage
area. Following the close of the
comment period on January 4, 2000, the
Coast Guard published a final rule in
the Federal Register on March 7, 2000
(65 FR 11892).

The final rule extended anchorage
area A approximately 1000 feet while
keeping the width approximately the
same as the existing anchorage area. The
additional anchorage area was requested
to compensate for the loss of safe
anchorage area due to lower water
levels. Since vessels must request
permission from the Henderson Harbor
Town Harbormaster before anchoring or
mooring in the special anchorage area,
the additional area gave the Town
Harbormaster increased deepwater areas
in which to direct vessels for safe
anchorage.

The Coast Guard has received letters
and requests from members of the
community, as well as town leaders,
indicating that they would like to see an
additional change to the anchorage area.
Persons submitting comments should do
as directed under request for comments
above, and reply to the following
specific suggested anchorage areas.
Form letters simply citing anecdotal
evidence or stating support for or
opposition to regulations, without
providing substantive data or arguments
do not supply support for regulations.
The following two options are being
considered:

1. Continue To Use Current Enlarged
Anchorage Area

(a) Area A. The area in the southern
portion of Henderson Harbor west of the
Henderson Harbor Yacht Club bounded
by a line beginning at latitude 43°51’
08.8" N, longitude 76°12' 08.9" W,
thence to 43°51'09.0 N, 76°12.19.0 W,
thence to 43°51'33.4" N, 76°12'19.0" W,
thence to 43°51'33.4" N, 76°12'09.6" W,
thence to the point of the beginning.
These coordinates are based upon North
American Datum 1983 (NAD 83).

(b) Area B. The area in the southern
portion of Henderson Harbor north of
Graham Creek Entrance Light bounded
by a line beginning at latitude
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43°51'21.8" N, longitude 76°11'58.2" W,
thence to latitude 43°51'21.7" N,
longitude 76°12'05.5" W, thence to
latitude 43°51'33.4" N, longitude
76°12'06.2" W, thence to latitude
43°51'33.6" N, longitude 76°12'00.8" W,
thence to the point of the beginning. All
nautical positions are based on North
American Datum 1983 (NAD 83).

2. Revert Anchorage Area A Back to
Previous Smaller Size

(a) Area A. The area in the southern
portion of Henderson Harbor west of the
Henderson Harbor Yacht club bounded
by a line beginning at 43°51'08.8' N,
76°12'08.9" W, thence to 43°51'09.0" N,
76°12'19.0" W, thence to 43°51'23.8" N,
76°12'19.0 W, thence to 43°51'23.8" N,
76°12'09.6" W, and then back to the
beginning. These coordinates are based
upon North American Datum 1983
(NAD 83).

(b) Area B. The area in the southern
portion of Henderson Harbor north of
Graham Creek Entrance Light bounded
by a line beginning at latitude
43°51'21.8" N, longitude 76°11'58.2" W,
thence to latitude 43°51'21.7" N,
longitude 76°12'05.5" W, thence to
latitude 43°51'33.4" N, longitude
76°12'06.2" W, thence to latitude
43°51'33.6" N, longitude 76°12'00.8" W,
thence to the point of the beginning. All
nautical positions are based on North
American Datum 1983 (NAD 83).

Dated: December 17, 2001.
James D. Hull,

Rear Admiral, U.S. Coast Guard, Commander,
Ninth Coast Guard District.

[FR Doc. 01-32042 Filed 12—31-01; 8:45 am]
BILLING CODE 4910-15-P

ENVIRONMENTAL PROTECTION
AGENCY

40 CFR Part 52
[CA 252-0312c; FRL-7118-3]

Interim Final Determination That State
Has Corrected the Deficiency

AGENCY: Environmental Protection
Agency (EPA).
ACTION: Interim final determination.

SUMMARY: Elsewhere in today’s Federal
Register, EPA has published a direct
final rulemaking fully approving
revisions to the California State
Implementation Plan. The revisions
concern Mojave Desert Air Quality
Management rule 1161. EPA has also
published a proposed rulemaking to
provide the public with an opportunity
to comment on EPA’s action. If a person
submits adverse comments on EPA’s

direct final action, EPA will withdraw

its direct final rule and will consider

any comments received before taking
final action on the State’s submittal.

Based on the proposal, EPA is making

an interim final determination by this

action that the State has corrected the
deficiency for which a sanctions clock
began on May 11, 2000. This action will
defer the imposition of the offset and
highway sanctions. Although this action
is effective upon publication, EPA will
take comment. If no comments are
received on EPA’s approval of the

State’s submittal, the direct final action

published in today’s Federal Register

will also finalize EPA’s determination
that the State has corrected the
deficiency that started the sanctions
clock. If comments are received on

EPA’s approval and this interim final

action, EPA will publish a final notice

taking into consideration any comments
received.

DATES: This action becomes effective

January 2, 2002. Comments must be

received by February 1, 2002.

ADDRESSES: Written comments must be

submitted to Andrew Steckel,

Rulemaking Section (AIR-4), Air

Division, U.S. Environmental Protection

Agency, Region IX, 75 Hawthorne

Street, San Francisco, CA 94105.

Copies of the rule revisions and EPA’s
evaluation report are available for
public inspection at EPA’s Region IX
office during normal business hours.
Copies of the submitted rule revisions
are available for inspection at the
following locations:

U.S. Environmental Protection Agency,
Region IX, Rulemaking Office (AIR-
4), Air Division, 75 Hawthorne Street,
San Francisco, CA 94105

California Air Resources Board,
Stationary Source Division, Rule
Evaluation Section, 2020 “L” Street,
Sacramento, CA 95812.

Mohave Desert Air Quality Management
District, 14306 Park Avenue,
Victorville, CA 92392

FOR FURTHER INFORMATION CONTACT:

Charnjit Bhullar, Rulemaking Office,

AIR-4, Air Division, U.S.

Environmental Protection Agency,

Region IX, 75 Hawthorne Street, San

Francisco, CA 94105, Telephone: (415)

972-3960

SUPPLEMENTARY INFORMATION:

I. Background

On June 29, 1995, the State submitted
MDAQMD Rule 1161, for which EPA
published a limited disapproval in the
Federal Register on May 11, 2000. 65
FR 11674. EPA’s disapproval action
started an 18-month clock for the
imposition of one sanction (followed by

a second sanction 6 months later) and
a 24-month clock for promulgation of a
Federal Implementation Plan (FIP). The
State subsequently submitted a revised
version of this rule on November 8,
2001. EPA is taking direct final action
on this submittal pursuant to its
modified direct final policy set forth at
59 FR 24054 (May 10, 1994). In the
Rules section of today’s Federal
Register, EPA has issued a direct final
full approval of the State of California’s
submittal of MDAQMD Rule 1161. In
addition, in the Proposed Rules section
of today’s Federal Register, EPA has
proposed full approval of the State’s
submittal.

Based on the proposal set forth in
today’s Federal Register, EPA believes
that it is more likely than not that the
State has corrected the original
disapproval deficiencies. Therefore,
EPA is taking this final rulemaking
action, effective on publication, finding
that the State has corrected the
deficiencies. However, EPA is also
providing the public with an
opportunity to comment on this final
action. If, based on any comments on
this action and any comments on EPA’s
proposed full approval of the State’s
submittal, EPA determines that the
State’s submittal is not fully approvable
and this final action was inappropriate,
EPA will either propose or take final
action finding that the State has not
corrected the original disapproval
deficiencies. As appropriate, EPA will
also issue an interim final determination
or a final determination that the
deficiencies have been corrected.

This action does not stop the
sanctions clock that started for this area
on May 11, 2000. However, this action
will defer the imposition of the offset
and highway sanctions. If EPA’s direct
final action fully approving the State’s
submittal becomes effective, such action
will permanently stop the sanctions
clock and will permanently lift any
imposed, stayed or deferred sanctions. If
EPA must withdraw the direct final
action based on adverse comments and
EPA subsequently determines that the
State, in fact, did not correct the
disapproval deficiencies, EPA will also
determine that the State did not correct
the deficiency and the sanctions
consequences described in the sanctions
rule will apply.

II. EPA Action

EPA is taking interim final action
finding that the State has corrected the
disapproval deficiency that started the
sanctions clock. Based on this action,
imposition of the offset and highway
sanctions will be deferred until EPA’s
direct final action fully approving the
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State’s submittal becomes effective or
until EPA takes action proposing or
finally disapproving in whole or part
the State submittal. If EPA’s direct final
action fully approving the State
submittal becomes effective, at that time
any sanctions clocks will be
permanently stopped and any imposed
sanctions will be permanently lifted.
Because EPA has preliminarily
determined that the State has an
approvable plan, relief from sanctions
should be provided as quickly as
possible. Therefore, EPA is invoking the
good cause exception to the 30-day
notice requirement of the
Administrative Procedure Act because
the purpose of this notice is to relieve
a restriction. See 5 U.S.C. 553(d)(1).

III. Administrative Requirements

Under Executive Order 12866 (58 FR
51735, October 4, 1993), this action is
not a “significant regulatory action” and
therefore is not subject to review by the
Office of Management and Budget. For
this reason, this action is also not
subject to Executive Order 32111,
“Actions Concerning Regulations That
Significantly Affect Energy Supply,
Distribution, or Use” (66 FR 28355, May
22, 2001). This action merely approves
state law as meeting federal
requirements and imposes no additional
requirements beyond those imposed by
state law. Accordingly, the
Administrator certifies that this rule
will not have a significant economic
impact on a substantial number of small
entities under the Regulatory Flexibility
Act (5 U.S.C. 601 et seq.). Because this
rule approves pre-existing requirements
under state law and does not impose
any additional enforceable duty beyond
that required by state law, it does not
contain any unfunded mandate or
significantly or uniquely affect small
governments, as described in the
Unfunded Mandates Reform Act of 1995
(Public Law 104—4).

This rule also does not have tribal
implications because it will not have a
substantial direct effect on one or more
Indian tribes, on the relationship
between the Federal Government and
Indian tribes, or on the distribution of
power and responsibilities between the
Federal Government and Indian tribes,
as specified by Executive Order 13175
(65 FR 67249, November 9, 2000). This
action also does not have Federalism
implications because it does not have
substantial direct effects on the States,
on the relationship between the national
government and the States, or on the
distribution of power and
responsibilities among the various
levels of government, as specified in
Executive Order 13132 (64 FR 43255,

August 10, 1999). This action merely
approves a state rule implementing a
Federal standard, and does not alter the
relationship or the distribution of power
and responsibilities established in the
Clean Air Act. This rule also is not
subject to Executive Order 13045,
“Protection of Children from
Environmental Health Risks and Safety
Risks” (62 FR 19885, April 23, 1997),
because it is not economically
significant.

In reviewing SIP submissions, EPA’s
role is to approve state choices,
provided that they meet the criteria of
the Clean Air Act. In this context, in the
absence of a prior existing requirement
for the State to use voluntary consensus
standards (VCS), EPA has no authority
to disapprove a SIP submission for
failure to use VCS. It would thus be
inconsistent with applicable law for
EPA, when it reviews a SIP submission,
to use VCS in place of a SIP submission
that otherwise satisfies the provisions of
the Clean Air Act. Thus, the
requirements of section 12(d) of the
National Technology Transfer and
Advancement Act of 1995 (15 U.S.C.
272 note) do not apply. This rule does
not impose an information collection
burden under the provisions of the
Paperwork Reduction Act of 1995 (44
U.S.C. 3501 et seq.).

The Congressional Review Act, 5
U.S.C. 801 et seq., as added by the Small
Business Regulatory Enforcement
Fairness Act of 1996, generally provides
that before a rule may take effect, the
agency promulgating the rule must
submit a rule report, which includes a
copy of the rule, to each House of the
Congress and to the Comptroller General
of the United States. EPA will submit a
report containing this rule and other
required information to the U.S. Senate,
the U.S. House of Representatives, and
the Comptroller General of the United
States prior to publication of the rule in
the Federal Register. A major rule
cannot take effect until 60 days after it
is published in the Federal Register.
This action is not a “major rule” as
defined by 5 U.S.C. 804(2).

Under section 307(b)(1) of the Clean
Air Act, petitions for judicial review of
this action must be filed in the United
States Court of Appeals for the
appropriate circuit by March 4, 2002.
Filing a petition for reconsideration by
the Administrator of this final rule does
not affect the finality of this rule for the
purposes of judicial review nor does it
extend the time within which a petition
for judicial review may be filed, and
shall not postpone the effectiveness of
such rule or action. This action may not
be challenged later in proceedings to

enforce its requirements. (See section
307(b)(2).)

List of Subjects in 40 CFR Part 52

Environmental protection, Air
pollution control, Incorporation by
reference, Intergovernmental
regulations, Nitrogen dioxide, Ozone,
Reporting and recordkeeping
requirements.

Dated: November 29, 2001.

Laura Yoshii,

Deputy Regional Administrator, Region IX.
[FR Doc. 01-32098 Filed 12—31-01; 8:45 am]
BILLING CODE 6560-50-P

ENVIRONMENTAL PROTECTION
AGENCY

40 CFR Part 52

[CA 252-312a; FRL-7118-1]

Revisions to the California State
Implementation Plan, Mojave Desert
Air Quality Management District

AGENCY: Environmental Protection
Agency (EPA).
ACTION: Direct final rule.

SUMMARY: EPA is taking direct final
action to approve revisions to the
Mojave Desert Air Quality Management
District (MDAQMD) portion of the
California State Implementation Plan
(SIP). These revisions concern Oxides of
Nitrogen (NOx) emissions from cement
kilns. We are approving a local rule that
regulates these emission sources under
the Clean Air Act as amended in 1990
(CAA or the Act).

DATES: This rule is effective on March 4,
2002 without further notice, unless EPA
receives adverse comments by February
1, 2002. If we receive such comment, we
will publish a timely withdrawal in the
Federal Register to notify the public
that this rule will not take effect.

ADDRESSES: Mail comments to Andy
Steckel, Rulemaking Office Chief (AIR-
4), U.S. Environmental Protection
Agency, Region IX, 75 Hawthorne
Street, San Francisco, CA 94105-3901.

You can inspect copies of the
submitted SIP revisions and EPA’s
technical support document (TSD) at
our Region IX office during normal
business hours. You may also see copies
of the submitted SIP revisions at the
following locations:

U.S. Environmental Protection Agency,
Region IX, Rulemaking Office (AIR-
4), Air Division, 75 Hawthorne Street,
San Francisco, CA 94105.

California Air Resources Board,
Stationary Source Division, Rule
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Evaluation Section, 2020 “L” Street,

Sacramento, CA 95812.
Mojave Desert AQMD, 14306 Park

Avenue, Victorville, CA 92392-2310.
FOR FURTHER INFORMATION CONTACT:
Charnjit Bhullar, Rulemaking Office
(AIR—4), U.S. Environmental Protection
Agency, Region IX, (415) 972-3960.
SUPPLEMENTARY INFORMATION:
Throughout this document, “we,” “us”
and “our” refer to EPA.

Table of Contents

I. The State’s Submittal
A. What rule did the State submit?
B. Are there other versions of this rule?
C. What Is the purpose of the submitted
rule revisions?
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A. How is EPA evaluating this rule?
B. Does the rule meet the evaluation
criteria?
C. Public comment and final action.
II. Background information.

TABLE 1.—SUBMITTED RULE

Why was this rule submitted?
IV. Administrative Requirements

1. The State’s Submittal
A. What Rule Did the State Submit?

Table 1 lists the rule we are approving
with the dates that it was adopted by the
local air agency and submitted by the
California Air Resources Board (CARB).

Local agency Rule No.

Rule title

Adopted Submitted

MDAQMD ..... 1161

Portland Cement Kilns

10/22/01 11/8/01

On November 21, 2001, this rule
submittal was found to meet the
completeness criteria in 40 CFR part 51,
appendix V, which must be met before
formal EPA review.

B. Are There Other Versions of This
Rule?

We approved a version of Rule 1161
into the SIP on May 11, 2000. The
MDAQMD adopted revisions to the SIP-
approved version on October 22, 2001
and CARB submitted them to us on
November 8, 2001.

C. What Is the Purpose of the Submitted
Rule Revisions?

Rule 1161 applies to cement
manufacturing operation within the
Federal Ozone non-attainment area
regulated by the MDAQMD. This rule
controls emission of oxides of nitrogen
(NOx) from Portland cement kilns.

On May 11, 2000, the EPA published
a limited approval and limited
disapproval of this rule, because some
rule provisions conflicted with section
110 and part D of the Clean air Act.
Those provisions included the
following:

1. Alternative Compliance strategy in
section (D).

2. Exemption during start-up and
shutdown in section (G)(1)(a).

3. Referring to a rule not approved in
the SIP in section (G)(1)(c).

The revisions are designed primarily
to correct these deficiencies. The TSD
has more information about this rule.

II. EPA’s Evaluation and Action

A. How Is EPA Evaluating This Rule?

Generally, SIP rules must be
enforceable (see section 110(a) of the
Act), must require Reasonably Available
Control Technology (RACT) for major
sources in nonattainment areas (see
sections 182(a)(2)(A) and 182(f)), and
must not relax existing requirements
(see sections 110(1) and 193). The

MDAQMD regulates an ozone
nonattainment area (see 40 CFR part 81),
so Rule 1161 must fulfill RACT.

Guidance and policy documents that
we used to define specific enforceability
and RACT requirements include the
following:

1. “State Implementation Plans;
Nitrogen Oxides Supplement to the
General Preamble; Clean Air Act
Amendments of 1990 Implementation of
Title I; Proposed Rule,” (the NOx
Supplement), 57 FR 55620, November
25, 1992.

2. “Issues Relating to VOC Regulation
Cutpoints, Deficiencies, and Deviations;
Clarification to Appendix D of
November 24, 1987 Federal Register
Notice,” (Blue Book), notice of
availability published in the May 25,
1988 Federal Register.

3. Nitrogen Oxides (NOx) reasonably
Available Control Technology (RACT)
for the repowering of Utility Boilers,
U.S. EPA Office of Air Quality Planning
and Standards, March 9, 1994.

B. Does This Rule Meet the Evaluation
Criteria?

We believe this rule corrects the
deficiencies identified in our May 11,
2000 action and is consistent with the
relevant policy and guidance regarding
enforceability, RACT, and SIP
relaxations. The TSD has more
information on our evaluation.

C. Public Comment and Final Action

As authorized in section 110(k)(3) of
the Act, EPA is fully approving the
submitted rule because we believe it
fulfills all relevant requirements. We do
not think anyone will object to this
approval, so we are finalizing it without
proposing it in advance. However, in
the Proposed Rules section of this
Federal Register, we are simultaneously
proposing approval of the same
submitted rule. If we receive adverse
comments by February 1, 2002, we will

publish a timely withdrawal in the
Federal Register to notify the public
that the direct final approval will not
take effect and we will address the
comments in a subsequent final action
based on the proposal. If we do not
receive timely adverse comments, the
direct final approval will be effective
without further notice on March 4,
2002. This will incorporate this rule
into the federally enforceable SIP.

IIL. Background Information
Why Was This Rule Submitted?

NOx helps produce ground-level
ozone, smog and particulate matter,
which harm human health and the
environment. Section 110(a) of the CAA
requires states to submit regulations that
control NOx emissions. Table 2 lists
some of the national milestones leading
to the submittal of this local agency
NOx rule.

TABLE 2.—OZONE NONATTAINMENT
MILESTONES

Date Event

March 3, 1978 | EPA promulgated a list of
0zone nonattainment
areas under the Clean Air
Act as amended in 1977.
43 FR 8964; 40 CFR
81.305.

EPA notified Governors that
parts of their SIPs were in-
adequate to attain and
maintain the ozone stand-
ard and requested that
they correct the defi-
ciencies (EPA’s SIP—
Call). See section
110(a)(2)(H) of the pre-
amended Act.

Clean Air Act Amendments
of 1990 were enacted.
Pub. L. 101- 549, 104
Stat. 2399, codified at 42
U.S.C. 7401-7671q.

May 26, 1988

November 15,
1990.
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TABLE 2.—OzONE NONATTAINMENT
MILESTONES—Continued

Date Event

May 15, 1991 | Section 182(a)(2)(A) requires
that ozone nonattainment
areas correct deficient

RACT rules by this date.

IV. Administrative Requirements

Under Executive Order 12866 (58 FR
51735, October 4, 1993), this action is
not a “‘significant regulatory action” and
therefore is not subject to review by the
Office of Management and Budget. For
this reason, this action is also not
subject to Executive Order 32111,
“Actions Concerning Regulations That
Significantly Affect Energy Supply,
Distribution, or Use” (66 FR 28355, May
22, 2001). This action merely approves
state law as meeting federal
requirements and imposes no additional
requirements beyond those imposed by
state law. Accordingly, the
Administrator certifies that this rule
will not have a significant economic
impact on a substantial number of small
entities under the Regulatory Flexibility
Act (5 U.S.C. 601 et seq.). Because this
rule approves pre-existing requirements
under state law and does not impose
any additional enforceable duty beyond
that required by state law, it does not
contain any unfunded mandate or
significantly or uniquely affect small
governments, as described in the
Unfunded Mandates Reform Act of 1995
(Public Law 104-4).

This rule also does not have tribal
implications because it will not have a
substantial direct effect on one or more
Indian tribes, on the relationship
between the Federal Government and
Indian tribes, or on the distribution of
power and responsibilities between the
Federal Government and Indian tribes,
as specified by Executive Order 13175
(65 FR 67249, November 9, 2000). This
action also does not have Federalism
implications because it does not have
substantial direct effects on the States,
on the relationship between the national
government and the States, or on the
distribution of power and
responsibilities among the various
levels of government, as specified in
Executive Order 13132 (64 FR 43255,
August 10, 1999). This action merely
approves a state rule implementing a
Federal standard, and does not alter the
relationship or the distribution of power
and responsibilities established in the
Clean Air Act. This rule also is not
subject to Executive Order 13045,
“Protection of Children from
Environmental Health Risks and Safety

Risks” (62 FR 19885, April 23, 1997),
because it is not economically
significant.

In reviewing SIP submissions, EPA’s
role is to approve state choices,
provided that they meet the criteria of
the Clean Air Act. In this context, in the
absence of a prior existing requirement
for the State to use voluntary consensus
standards (VCS), EPA has no authority
to disapprove a SIP submission for
failure to use VCS. It would thus be
inconsistent with applicable law for
EPA, when it reviews a SIP submission,
to use VCS in place of a SIP submission
that otherwise satisfies the provisions of
the Clean Air Act. Thus, the
requirements of section 12(d) of the
National Technology Transfer and
Advancement Act of 1995 (15 U.S.C.
272 note) do not apply. This rule does
not impose an information collection
burden under the provisions of the
Paperwork Reduction Act of 1995 (44
U.S.C. 3501 et seq.).

The Congressional Review Act, 5
U.S.C. 801 et seq., as added by the Small
Business Regulatory Enforcement
Fairness Act of 1996, generally provides
that before a rule may take effect, the
agency promulgating the rule must
submit a rule report, which includes a
copy of the rule, to each House of the
Congress and to the Comptroller General
of the United States. EPA will submit a
report containing this rule and other
required information to the U.S. Senate,
the U.S. House of Representatives, and
the Comptroller General of the United
States prior to publication of the rule in
the Federal Register. A major rule
cannot take effect until 60 days after it
is published in the Federal Register.
This action is not a “major rule” as
defined by 5 U.S.C. 804(2).

Under section 307(b)(1) of the Clean
Air Act, petitions for judicial review of
this action must be filed in the United
States Court of Appeals for the
appropriate circuit by March 4, 2002.
Filing a petition for reconsideration by
the Administrator of this final rule does
not affect the finality of this rule for the
purposes of judicial review nor does it
extend the time within which a petition
for judicial review may be filed, and
shall not postpone the effectiveness of
such rule or action. This action may not
be challenged later in proceedings to
enforce its requirements. (See section

307(b)(2).)
List of Subjects in 40 CFR Part 52

Environmental protection, Air
pollution control, Incorporation by
reference, Intergovernmental relations,
Nitrogen dioxide, Ozone, Reporting and
recordkeeping requirements.

Dated: November 29, 2001.
Laura Yoshii,
Deputy Regional Administrator, Region IX.
m Part 52, Chapter [, Title 40 of the Code

of Federal Regulations is amended as
follows:

PART 52—[AMENDED]

» 1. The authority citation for part 52
continues to read as follows:

Authority: 42 U.S.C. 7401 et seq.

Subpart F—California

= 2. Section 52.220 is amended by
adding paragraph (c)(286) and (c)(287) to
read as follows:

§52.220 Identification of plan.
* * * * *
(C) * *x %

(286) [Reserved].

(287) New and amended regulations
for the following APCD were submitted
on November 8, 2001 by the Governor’s
designee.

(i) Incorporation by reference.

(A) Mojave Desert Air Quality
Management District.

(1) Rule 1161 adopted on October 22,
2001.

* * * * *

[FR Doc. 01-32099 Filed 12—31-01; 8:45 am]
BILLING CODE 6560-50—P

DEPARTMENT OF TRANSPORTATION

Federal Railroad Administration

49 CFR Part 219
[Docket No. 2001-11213, Notice No. 1]
RIN 2130-AA81

Alcohol and Drug Testing:
Determination of Minimum Random
Testing Rates for 2002

AGENCY: Federal Railroad
Administration (FRA), DOT.

ACTION: Notice of determination.

SUMMARY: Using data from Management
Information System annual reports, FRA
has determined that the 2000 rail
industry random testing positive rate
was .20 percent for drugs and .79
percent for alcohol. Since the industry-
wide random drug testing positive rate
continues to be below 1.0 percent, the
Federal Railroad Administrator
(Administrator) has determined that the
minimum annual random drug testing
rate for the period January 1, 2002
through December 31, 2002 will remain
at 25 percent of covered railroad
employees. Since the random alcohol
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testing violation rate has remained
below .5 percent for the last two years,
the Administrator has determined that
the minimum random alcohol testing
rate will remain at 10 percent of covered
railroad employees for the period
January 1, 2002 through December 31,
2002.

DATES: This notice is effective January 2,
2002.

FOR FURTHER INFORMATION CONTACT:
Lamar Allen, Alcohol and Drug Program
Manager, Office of Safety Enforcement,
Mail Stop 25, Federal Railroad
Administration, 1120 Vermont Avenue,
NW., Washington, DC 20005,
(Telephone: (202) 493-6313).

SUPPLEMENTARY INFORMATION:

Administrator’s Determination of 2002
Random Drug and Alcohol Testing
Rates

In a final rule published on December
2,1994 (59 FR 62218), FRA announced
that it will set future minimum random
drug and alcohol testing rates according
to the rail industry’s overall positive
rate, which is determined using annual
railroad drug and alcohol program data
taken from FRA’s Management
Information System. Based on this data,
the Administrator publishes a Federal
Register notice each year, announcing
the minimum random drug and alcohol
testing rates for the following year (see
49 CFR 219.602, 219.608).

Under this performance-based system,
FRA may lower the minimum random
drug testing rate to 25 percent whenever
the industry-wide random drug positive
rate is less than 1.0 percent for two
calendar years while testing at 50
percent. (For both drugs and alcohol,
FRA reserves the right to consider other
factors, such as the number of positives
in its post-accident testing program,
before deciding whether to lower annual
minimum random testing rates). FRA
will return the rate to 50 percent if the
industry-wide random drug positive rate
is 1.0 percent or higher in any
subsequent calendar year.

In 1994, FRA set the 1995 minimum
random drug testing rate at 25 percent
because 1992 and 1993 industry drug
testing data indicated a random drug
testing positive rate below 1.0 percent;
since then FRA has continued to set the
minimum random drug testing rate at 25
percent as the industry positive rate has
consistently remained below 1.0
percent. In this notice, FRA announces
that the minimum random drug testing
rate will remain at 25 percent of covered
railroad employees for the period
January 1, 2002 through December 31,
2002, since the industry random drug

testing positive rate for 2001 was .20
percent.

FRA implemented a parallel
performance-based system for random
alcohol testing. Under this system, if the
industry-wide violation rate is less than
1.0 percent but greater than .5 percent,
the rate will be 25 percent. FRA will
raise the rate to 50 percent if the
industry-wide violation rate is 1.0
percent or higher in any subsequent
calendar year. FRA may lower the
minimum random alcohol testing rate to
10 percent whenever the industry-wide
violation rate is less than .5 percent for
two calendar years while testing at a
higher rate. Since the industry-wide
violation rate for alcohol has remained
below .5 percent for the last two years,
FRA is maintaining the minimum
random alcohol testing rate at 10
percent of covered railroad employees
for the period January 1, 2002 through
December 31, 2002.

This notice sets the minimum random
testing rates required next year.
Railroads remain free, as always, to
conduct random testing at higher rates.

Issued in Washington, DC, on December
21, 2001.

Allan Rutter,

Federal Railroad Administrator.

[FR Doc. 01-32047 Filed 12-31-01; 8:45 am]
BILLING CODE 4910-06-P

DEPARTMENT OF TRANSPORTATION

Federal Railroad Administration

49 CFR Part 240

[FRA Docket No. RSOR-9, Notice 13]
RIN 2130-AA74

Qualification and Certification of

Locomotive Engineers; and Other
Proceedings

AGENCY: Federal Railroad
Administration (FRA), DOT.

ACTION: Interim final rule.

SUMMARY: This interim final rule
amends the definition of filing as used
in the Federal Railroad Administration’s
rule on engineer certification in order to
address recent, unavoidable postal
delays. Due to terrorism, the Department
of Transportation has implemented
additional security procedures regarding
mail delivery. The purpose of this
interim final rule is to temporarily
amend the regulation so that parties in
adjudicatory proceedings pursuant to
subpart E, Dispute Resolution
Procedures of part 240 will not be
prejudiced by circumstances beyond
their control.

DATES: (1) Effective Date: This
regulation is effective January 2, 2002.

(2) Written comments concerning this
rule must be filed no later than March
4, 2002. Comments received after that
date will be considered to the extent
practicable.

ADDRESSES: Comments should be
submitted to the Docket Clerk,
Department of Transportation Central
Docket Management System (DMS),
Nassif Building, Room P1-401, 400
Seventh Street, SW., Washington, DC
20590 or, in accordance with the
electronic standards and requirements,
at http://dms.dot.gov.

FOR FURTHER INFORMATION CONTACT:
Alan H. Nagler, Trial Attorney, Office of
Chief Counsel, FRA, 400 Seventh Street,
SW., RCC-11, Mail Stop 10,
Washington, DC 20590 (telephone: 202—
493-6049).

SUPPLEMENTARY INFORMATION:

I. Background

In response to acts of terrorism
beginning on September 11, 2001, the
timely delivery of mail by the United
States Postal Service (USPS) and private
mail services were negatively impacted
by the temporary closing of airline
shipping facilities. About one month
later, additional delays were caused by
more acts of terrorism. On Tuesday,
October 16, USPS mail delivery to the
Department of Transportation’s (DOT)
headquarters buildings was halted and
did not resume until November 2.
DOT’s mail was halted in order to take
appropriate safety measures concerning
the threat of bio-terrorism through mail
handling and delivery. The safety of
DOT employees and the public clearly
override the short-term concern of
timely mail delivery. Although it was
necessary to establish new security
systems, the delay in processing mail
may have had unintended
consequences.

As envisioned in a notice posted on
DMS’s website, FRA will take these mail
delays into account with respect to
rulemaking documents that have
comment periods that may have closed
before regular mail delivery resumed.
FRA will do everything it can to ensure
that comments that would otherwise
have been received before the close of
the comment period are considered. For
example, FRA generally has authority to
consider late-filed comments and will
do so to the extent that it can; FRA will
also take note of the postmark date for
late-filed comments.

In contrast, federal agencies do not
have authority to consider late-filed
petitions in adjudicatory proceedings
where the filing date requirements have
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been established by regulation. This is
the situation FRA faces in trying to
fairly consider documents filed by
parties that (1) have been harmed or
delayed by the recent mail disruptions
or (2) could potentially be harmed or
delayed by these disruptions.

The source of FRA’s timeliness issue
with regard to engineer certification
proceedings is found in the definition of
filing. That definition is applicable to
the adjudicatory proceedings provided
for in Subpart E, Dispute Resolution
Procedures of the Locomotive Engineer
Certification Standards. 49 CFR Part
240. According to section 240.7, “[fliling
means that a document to be filed under
this part shall be deemed filed only
upon receipt by the Docket Clerk.” As
a result of this definition and the mail
delivery delays beginning September 11,
it is possible that a party could have
attempted to file a document by mail,
the document could have been received
by DOT, and yet the document may not
have been date stamped as received
until days or weeks later. In order to
prevent any unfair and unintended
consequences, FRA is relaxing this
filing requirement to permit the date
mailing was completed (i.e., the
postmark date unless the filer proves
otherwise) to take the place of the
receipt date during this unique state of
alert.

This change in the filing requirements
will ensure that documents mailed in a
timely fashion will not be considered
late if received after the due date by
FRA’s Docket Clerk pursuant to sections
240.403 and 240.405, or by DMS’s
Docket Clerk pursuant to sections
240.407 and 240.409, and by FRA’s
Administrator pursuant to section
240.411. The amended rule reflects this
policy by adding the phrase “or if sent
by mail on or after September 4, 2001,
the date mailing was completed” to the
definition. This change covers items
postmarked on or after September 4,
2001 by the USPS or sent by other mail
services on or after that date. By
including all items sent by that date,
FRA hopes to effectively include all
documents that parties attempted to
timely file under the original filing rule
without being either under-inclusive or
over-inclusive.

In addition, filers are encouraged to
use the electronic submission system on
the dockets Web page (http://
dms.dot.gov) by clicking on “ES
Submit” and following the online
instructions. This option is available for
filing hearing requests and documents
pursuant to sections 240.407 and
240.409. A party filing electronically
should note that the rule has not been
amended to accept late electronic

filings. Electronic filings that are
received after the specified dockets
facility hours shall be deemed to be
constructively received on the next
dockets facility business day. See 14
CFR 302.3.

Furthermore, FRA rewrote the
remaining part of the definition to more
clearly state what is meant by filing
without using the defined word itself in
the definition. Thus, “[f/iling means that
a document to be filed under this part
shall be deemed filed upon receipt by
the Docket Clerk” has been amended to
read that “[flile, filed and filing mean
submission of a document under this
part on the date when the Docket Clerk
receives it * * *” Both phrases have
the same meaning. In addition, the rule
was amended to reflect that all of the
tenses of “file” are covered by the
definition.

II. Regulatory Evaluation
A. Public Proceedings

The Administrative Procedure Act,
specifically 5 U.S.C. 553(b)(3)(B),
provides that a notice and comment
period is not required when ‘“‘the agency
for good cause finds (and incorporates
the finding and a brief statement of
reasons therefor in the rules issued) that
notice and public procedure thereon are
impracticable, unnecessary, or contrary
to the public interest.”” Accordingly, this
amendment to part 240 is issued
without notice and comment. FRA has
chosen this course of action because
notice and comment under these
circumstances would be impracticable,
unnecessary, and contrary to the public
interest. The implementation of new
security systems vis-a-vis mail handling
in response to national security interests
requires emergency action. If FRA did
not amend this definition, it is
foreseeable that parties relying on USPS
or other mail services would be
prejudiced. FRA is making this rule
effective immediately for the same
reasons it is dispensing with the need
for prior comment.

Despite the need for prompt action,
FRA is soliciting comments on this rule
and will consider those comments in
determining whether there is a need to
take further action to improve these
regulations. If comments persuade FRA
that additional amendment to the
definition is necessary, it will address
them in a subsequent notice. Written
comments must be submitted no later
than 60 days after publication in the
Federal Register, but late comments
will be considered to the extent
practicable.

B. Regulatory Impact

E.O. 12866 and DOT Regulatory Policies
and Procedures

This interim final rule has been
evaluated in accordance with existing
regulatory policies and is considered to
be nonsignificant under Executive Order
12866 and is not significant under the
DOT policies and procedures (44 FR
11034; February 26, 1979).

C. Regulatory Flexibility Act

FRA certifies that this rule will not
have a significant economic impact on
a substantial number of small entities.
Although a substantial number of small
railroads are subject to this regulation,
the economic impact of this amendment
to the rule will not be significant since
it only modifies a definition involved in
dispute resolution proceedings
conducted by FRA. The provisions do
not make any changes to the way that
a railroad would conduct its own
proceedings pursuant to this part. This
technical change should prevent
injustice that would otherwise result
from the actions of the DOT to ensure
the safety of mail it receives.

This interim final rule will have no
direct impact on small units of
government, businesses, or other
organizations. State rail agencies are not
required to participate in the portion of
part 240 that includes the definition.

D. Paperwork Reduction Act

There are no new collection of
information requirements contained in
this rule and, in accordance with the
Paperwork Reduction Act of 1995, 44
U.S.C. 3501 et seq., the record keeping
and reporting requirements already
contained in this rule have been
approved by the Office of Management
and Budget. The OMB approval number
was published in a previous amendment
to part 240 and can be found in section
240.13. The information collection
requirements of this rule became
effective on June 19, 1991, and were
later amended on April 9, 1993.

E. Environmental Impact

FRA has evaluated this regulation in
accordance with its “Procedures for
Considering Environmental Impacts”
(FRA’s Procedures) (64 FR 28545, May
26, 1999) as required by the National
Environmental Policy Act (42 U.S.C.
4321 et seq.), other environmental
statutes, Executive Orders, and related
regulatory requirements. FRA has
determined that this regulation is not a
major FRA action (requiring the
preparation of an environmental impact
statement or environmental assessment)
because it is categorically excluded from
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detailed environmental review pursuant
to section 4(c)(20) of FRA’s Procedures.
In accordance with section 4(c) and (e)
of FRA’s Procedures, the agency has
further concluded that no extraordinary
circumstances exist with respect to this
regulation that might trigger the need for
a more detailed environmental review.
As aresult, FRA finds that this
regulation is not a major Federal action
significantly effecting the quality of the
human environment.

F. Federalism Implications

FRA believes that it is in compliance
with Executive Order 13132. This rule
will not have a substantial effect on the
States, on the relationship between the
national government and the States, or
on the distribution of power and
responsibilities among the various
levels of government. This regulation

will not have federalism implications
that impose compliance costs on State
and local governments.

List of Subjects in 49 CFR Part 240

Administrative practice and
procedure, Penalties, Railroad
employees, Railroad safety, Reporting
and recordkeeping requirements.

Therefore, in consideration of the
foregoing, FRA amends part 240, Title
49, Code of Federal Regulations as
follows:

PART 240—[AMENDED]

= 1. The authority citation for Part 240
continues to read as follows:

Authority: 49 U.S.C. 20103, 20107, 20135;
49 CFR 1.49.

* * * * *

= 2. Section 240.7 is amended by
removing the definition of filing and
adding the following definition in
alphabetical order:

§240.7 Definitions.
As used in this part—

* * * * *

File, filed and filing mean submission
of a document under this part on the
date when the Docket Clerk receives it,
or if sent by mail on or after September
4, 2001, the date mailing was

completed.
* * * * *

Issued in Washington, DC, on December
21, 2001.

Allan Rutter,

Administrator.

[FR Doc. 01-32049 Filed 12—31-01; 8:45 am]
BILLING CODE 4910-06—P



Rules and Regulations

Federal Register
Vol. 67, No. 1

Wednesday, January 2, 2002

This section of the FEDERAL REGISTER
contains regulatory documents having general
applicability and legal effect, most of which
are keyed to and codified in the Code of
Federal Regulations, which is published under
50 titles pursuant to 44 U.S.C. 1510.

The Code of Federal Regulations is sold by
the Superintendent of Documents. Prices of
new books are listed in the first FEDERAL
REGISTER issue of each week.

DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 39

[Docket No. 2000-NE-47-AD; Amendment
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Airworthiness Directives; Pratt and
Whitney PW4000 Series Turbofan
Engines

AGENCY: Federal Aviation
Administration, DOT.

ACTION: Final rule; request for
comments.

SUMMARY: This amendment supersedes
two airworthiness directives (AD’s), AD
99-17-16 and AD 2001-15-12. Those
AD’s both apply to Pratt and Whitney
(PW) model PW4000 series turbofan
engines. AD 99-17—16 generally
requires that operators limit the number
of PW4000 engines with potentially
reduced stability margin to no more
than one engine on each airplane, and
requires initial and repetitive on-wing
and test cell engine stability tests. It also
establishes reporting requirements for
stability testing data. AD 2001-15-12
also limits the number of PW4000
engines with potentially reduced
stability on each airplane by applying
rules based on airplane and engine
configuration. In addition, AD 2001-15—
12 also requires that engines that exceed
high pressure compressor (HPC) cyclic
limits based on cycles-since-overhaul
(CSO) are removed from service, limits
the number of engines with the HPC
cutback stator (CBS) configuration to
one on each airplane, and establishes a
minimum rebuild standard for engines
that are returned to service. These AD’s
were prompted by reports of surges
during takeoff on airplanes equipped
with PW4000 series turbofan engines.
This amendment continues the
limitation on the number of PW4000

engines with potentially reduced
stability on each airplane to no more
than one, and introduces a new cool
engine fuel spike test to allow engines
to be returned to service after having
exceeded cyclic limits or undergone
work in the shop. This AD also
continues the limitation on the number
of engines with HPC CBS configuration
to one on each airplane, places a cyclic
limit on how long a CBS engine may
remain in service, and establishes a
minimum rebuild standard for engines
that are returned to service. This
amendment is prompted by further
analyses of compressor surges in
PW4000 engines, and continuing reports
of surges in the PW4000 fleet. The
actions specified by this AD are
intended to prevent engine power losses
due to HPC surge.

DATES: Effective January 17, 2002. The
incorporation by reference of certain
publications listed in the rule is
approved by the Director of the Federal
Register as of January 17, 2002.

Comments for inclusion in the Rules
Docket must be received on or before
March 4, 2002.

ADDRESSES: Submit comments in
triplicate to the Federal Aviation
Administration (FAA), New England
Region, Office of the Regional Counsel,
Attention: Rules Docket No. 2000-NE—
47—-AD, 12 New England Executive Park,
Burlington, MA 01803-5299. Comments
may be inspected at this location, by
appointment, between 8:00 a.m. and
4:30 p.m., Monday through Friday,
except Federal holidays. Comments may
also be sent via the Internet using the
following address: 9-ane-
adcomment@faa.gov. Comments sent
via the Internet must contain the docket
number in the subject line. The service
information referenced in this AD may
be obtained from Pratt & Whitney, 400
Main St., East Hartford, CT 06108,
(860)565—6600, fax (860)565—4503. This
information may be examined, by
appointment, at the FAA, New England
Region, Office of the Regional Counsel,
12 New England Executive Park,
Burlington, MA; or at the Office of the
Federal Register, 800 North Capitol
Street, NW., suite 700, Washington, DC.

FOR FURTHER INFORMATION CONTACT:
Peter White, Aerospace Engineer,
Engine Certification Office, FAA, Engine
and Propeller Directorate, 12 New
England Executive Park, Burlington, MA

01803-5299; telephone (781) 238-7128;
fax (781) 238-7199.

SUPPLEMENTARY INFORMATION: Since
1999, the FAA has noted a growing
number of takeoff (T/O) surge events in
Pratt and Whitney PW4000 series
turbofan engines. These surges typically
occur within 20 to 60 seconds after
throttle advance to T/O power, a critical
phase of flight. These events have
resulted in numerous aborted T/O’s, in-
flight engine shutdowns, and diverted
flights. To date, two events have
occurred where two engines have
surged at once, the latest in March 2001
involving a twin-engine airplane on
takeoff.

The investigation into these surges
revealed that these events are due to low
stability resulting from open clearances
in the aft stages of the high pressure
compressor (HPC). The most open
clearance condition in the aft stages of
the HPC due to temperature differences
between the compressor rotor and the
compressor stator occurs about 20-60
seconds after the throttle is advanced for
T/0O. A binding of the compressor
flowpath and stator segments within the
outer case may add to this normal
thermal mismatch condition, resulting
in uneven wear patterns and areas of
increased locally open clearances.
Further investigation revealed common
factors that can increase the likelihood
for a single or multiple-engine surge
event. These “‘common factors’ have
been identified as Engine Pressure Ratio
(EPR), and ambient temperature and
pressure. Pratt and Whitney (PW) has
used this information to better
understand the occurrence of the two
dual surge events experienced to date in
the PW4000 series fleet.

Since 1999, the FAA has issued five
AD’s that apply to the PW4000 series
engines to address this surge condition.
On August 12, 1999, the FAA issued AD
99-17-16 (64 FR 45426, dated August
20, 1999) to require that operators limit
the number of PW4000 engines with
potentially reduced stability margin to
no more than one engine on each
airplane, and require initial and
repetitive on-wing and test cell engine
stability tests. AD 99-17—16 also
establishes reporting requirements for
stability testing data.

On October 19, 2000, the FAA issued
AD 2000-22-01 (65 FR 63793, dated
October 25, 2000), to limit the number
of engines to one on each airplane with



2 Federal Register/Vol. 67, No. 1/Wednesday, January 2, 2002/Rules and Regulations

the HPC in a configuration known as the
cut-back stator (CBS) configuration. AD
2000-22-01 established cyclic limits for
the removal of HPC’s in the CBS
configuration and prohibited operators
from using engines with HPC modules
that incorporated the CBS configuration
after the effective date of that AD. AD
2000-22-01 was later superseded by AD
2001-15-12.

On April 13, 2001, the FAA issued
emergency AD 2001-08-52 in response
to the March 2001, dual-engine surge
event. That emergency AD restricted the
use of and, ultimately, required the
removal of certain PW4000 engines
identified by serial number. Those
engines were all suspect of reduced
stability, and, therefore, at higher risk of
surges. Emergency AD 2001-08-52 was
superseded by AD 2001-09-07.

On April 20, 2001, the FAA issued
AD 2001-09-07 (66 FR 21083, dated
April 27, 2001), to supersede emergency
AD 2001-08-52. AD 2001-09-07 made
changes to the list of serial numbers
identifying the affected engines,
clarified the requirements of the
emergency AD, and added engines with
the HPC CBS configuration to the
restrictions contained in the emergency
AD to limit the number of PW4000
engines to no more than one engine
with potentially reduced stability on
each airplane and removal of certain
PW4000 engines before exceeding cyclic
limits that are determined by airplane
model and engine configuration. AD
2001-09-07 was also superseded by AD
2001-15-12.

Finally, on July 17, 2001, the FAA
issued AD 2001-15-12 (66 FR 38896,
dated July 26, 2001) that superseded
both AD 2000-22-01 and AD 2001-09-
07. AD 2001-15-12 was issued as an
interim measure to maintain fleet safety
while an improved stability screening
test was created, which would allow
improved discrimination of low-surge
margin engines. AD 2001-15-12
continued the limitation on the number
of engines with the HPC CBS
configuration and with potentially
reduced stability on each airplane, but
based those limitations on an evaluation
by configuration, installation, thrust
rating and other variables. That
evaluation was used to create cyclic
limits for each airplane and engine
combination to maintain the risk of a
multiple engine surge at an acceptable
level. AD 2001-15-12 also introduced a
minimum build standard for engines
returned to service. Since AD 2001-15—
12 was issued, the FAA has received
reports of 11 additional takeoff surges in
the PW4000 fleet. This amendment
supersedes AD 2001-15-12 and AD 99—
17-16. The FAA has continued to

evaluate the PW4000 fleet surge data
and improve its understanding of the
PW4000 fleet’s engine surge behavior,
and has determined that the
requirements of currently effective AD’s
are not sufficient to meet the original
safety intent of those AD’s. An
evaluation of the PW4000 fleet by
configuration, installation, thrust rating
and utilizing the “common factor”
variables was performed to determine
which subpopulations of engines are
most prone to high power takeoff surges.
As a result of this evaluation, cyclic
limits were created for each airplane
and engine combination to maintain the
risk of multiple-engine surge risk at an
acceptable level. An improved off-wing
(test cell) stability margin verification
test was developed to allow return to
service of engines, which were removed
for exceeding the cycles-since-overhaul
threshold, or that have had flowpath
work performed while in the shop.

Although AD 2001-15-12 was
adopted without notice, the FAA
invited comments on the rule. The FAA
received one comment from an operator
of PW4000 engines. The operator notes
that the AD contains a requirement that
engines which exceed the specified
cyclic limits be removed from service
within 50 cycles after the effective date
of the AD and “thereafter.” The operator
requests that the FAA clarify whether
that initial grace period of 50 cycles is
available to only engines that have
exceeded the cyclic limits on the
effective date of the AD or if the 50-
cycle grace period is also be available to
engines that reach the cyclic limits after
the effective date of the AD. This AD
contains similar cyclic limits and a
similar initial grace period. The FAA
has changed the wording of the
requirement to make clearer that the
initial grace period applies only to those
engines that would otherwise be
required to be removed immediately
upon the AD becoming effective. The
FAA has determined that allowing those
engines to operate for an additional 50
cycles will not result in an unacceptable
level of safety while mitigating some of
the cost of an unscheduled engine
removal. As engines approach the cyclic
limits after the effective date of the AD,
however, the FAA expects that
operators will schedule engine removals
so that no unscheduled removals will be
necessary.

FAA’s Determination of an Unsafe
Condition and Required Actions

Since the unsafe condition described
is likely to exist or develop on other
PW4000 series turbofan engines of the
same type design, this AD is being
issued to prevent engine power losses

due to HPC surge events. This AD
requires:

* Limiting the number of engines
with the HPC CBS configuration to one
on each airplane prior to further flight
after the effective date of this AD, and

 Limiting the number of engines that
exceed cyclic limits, based upon
airplane and engine configuration,
within 50, 100 or 200 CIS after the
effective date of this AD, and

* A minimum rebuild standard for
engines that are returned to service.

This AD also allows engines removed
from service due to exceeded cyclic
limit to be returned to service after
either an HPC overhaul, or successfully
completing a cool engine fuel spike
stability evaluation.

Interim Action

The actions specified in this AD are
considered interim action and further
action is anticipated based on the
continuing investigation of the HPC
surges. This AD has been coordinated
with the FAA Transport Airplanes
Directorate.

Immediate Adoption of This AD

Since a situation exists that requires
the immediate adoption of this
regulation, it is found that notice and
opportunity for prior public comment
hereon are impracticable, and that good
cause exists for making this amendment
effective in less than 30 days.

Comments Invited

Although this action is in the form of
a final rule that involves requirements
affecting flight safety and, thus, was not
preceded by notice and an opportunity
for public comment, comments are
invited on this rule. Interested persons
are invited to comment on this rule by
submitting such written data, views, or
arguments as they may desire.
Communications should identify the
Rules Docket number and be submitted
in triplicate to the address specified
under the caption ADDRESSES. All
communications received on or before
the closing date for comments will be
considered, and this rule may be
amended in light of the comments
received. Factual information that
supports the commenter’s ideas and
suggestions is extremely helpful in
evaluating the effectiveness of the AD
action and determining whether
additional rulemaking action would be
needed.

Comments are specifically invited on
the overall regulatory, economic,
environmental, and energy aspects of
the rule that might suggest a need to
modify the rule. All comments
submitted will be available, both before
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and after the closing date for comments,
in the Rules Docket for examination by
interested persons. A report that
summarizes each FAA-public contact
concerned with the substance of this AD
will be filed in the Rules Docket.

Commenters wishing the FAA to
acknowledge receipt of their comments
submitted in response to this action
must submit a self-addressed, stamped
postcard on which the following
statement is made: “Comments to
Docket Number 2000-NE—47—-AD.” The
postcard will be date stamped and
returned to the commenter.

Regulatory Analysis

This final rule does not have
federalism implications, as defined in
Executive Order 13132, because it
would not have a substantial direct
effect on the States, on the relationship
between the national government and
the States, or on the distribution of
power and responsibilities among the
various levels of government.
Accordingly, the FAA has not consulted
with state authorities prior to
publication of this final rule.

The FAA has determined that this
regulation is an emergency regulation
that must be issued immediately to
correct an unsafe condition in airplanes,
and is not a “significant regulatory
action”” under Executive Order 12866. It
has been determined further that this
action involves an emergency regulation
under DOT Regulatory Policies and
Procedures (44 FR 11034, February 26,
1979). If it is determined that this

emergency regulation otherwise would
be significant under DOT Regulatory
Policies and Procedures, a final
regulatory evaluation will be prepared
and placed in the Rules Docket. A copy
of it, if filed, may be obtained from the
Rules Docket at the location provided
under the caption ADDRESSES.

List of Subjects in 14 CFR Part 39

Air transportation, Airplanes,
Aviation safety, Incorporation by
reference, Safety.

Adoption of the Amendment

= Accordingly, pursuant to the authority
delegated to me by the Administrator,
the Federal Aviation Administration
amends part 39 of the Federal Aviation
Regulations (14 CFR part 39) as follows:

PART 39—AIRWORTHINESS
DIRECTIVES

= 1. The authority citation for part 39
continues to read as follows:

Authority: 49 U.S.C. 106(g), 40113, 44701.

§39.13 [Amended]

= 2. Section 39.13 is amended by
removing Amendment 39-12346 (66 FR
38896, dated July 26, 2001) and
Amendment 39-11263 (64 FR 11263,
dated August 20, 1999), and by adding a
new airworthiness directive (AD),
Amendment 39-12564, to read as
follows:

2001-25-11 Pratt and Whitney:

Amendment 39-12564. Docket No.
2000-NE—47-AD. Supersedes

Amendment 39-12346, and Amendment
39-11263.

Applicability: This airworthiness directive
(AD) is applicable to Pratt and Whitney (PW)
model PW4050, PW4052, PW4056, PW4060,
PW4060A, PW4060C, PW4062, PW4152,
PW4156, PW4156A, PW4158, PW4160,
PW4460, PW4462, and PW4650 turbofan
engines. These engines are installed on, but
not limited to, certain models of Airbus
Industrie A300, Airbus Industrie A310,
Boeing 747, Boeing 767, and McDonnell
Douglas MD—-11 series airplanes.

Note 1: This AD applies to each engine
identified in the preceding applicability
provision, regardless of whether it has been
modified, altered, or repaired in the area
subject to the requirements of this AD. For
engines that have been modified, altered, or
repaired so that the performance of the
requirements of this AD is affected, the
owner/operator must request approval for an
alternative method of compliance in
accordance with paragraph (o) of this AD.
The request should include an assessment of
the effect of the modification, alteration, or
repair on the unsafe condition addressed by
this AD; and, if the unsafe condition has not
been eliminated, the request should include
specific proposed actions to address it.

Compliance: Compliance with this AD is
required as indicated, unless already done.

To prevent engine power losses due to high
pressure compressor (HPC) surge, do the
following:

(a) When complying with this AD,
determine the configuration and category of
each engine on each airplane as follows:

(1) Use the following table 1 to determine
the configuration of the engine:

TABLE 1.—ENGINE CONFIGURATION LISTING

Configuration

Configuration
designator

Description

(i) Phase 1 without high pressure turbine (HPT) 1st turbine
vane cut back (1TVCB).

A

Engines that did not incorporate the Phase 3 configuration at
the time they were originally manufactured, or have not
been converted to Phase 3 configuration; and have not in-
corporated HPT 1TVCB using any revision of SB PWAENG
72-514.

(i) Phase 1 with 1TVCB

Same as configuration (1) except that HPT 1TVCB has been
incorporated using any revision of SB PW4ENG 72-514.

(iii) Phase 3, 2nd Run

Engines that incorporated the Phase 3 configuration at the
time they were originally manufactured, or have been con-
verted to the Phase 3 configuration during service; and that
have had at least one HPC overhaul since new.

(iv) Phase 3, 1st Run

Same as configuration (3) except that that the engine has not
had an HPC overhaul since new.

(v) HPC Cutback Stator Configuration Engines

Engines that currently incorporate any revision of SB's
PWA4ENG72-706, PW4ENG72-704, or PW4ENG72-711

(vi) Engines that have passed Testing-21

Engines which have successfully passed Testing-21 per-
formed in accordance with paragraph (h)(1) of this AD.
Once an engine has passed a Testing-21, it will remain a
Configuration F engine until the HPC is overhauled, or is re-
placed with a new or overhauled HPC.
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(2) Use the following Table 2 to determine the category of Airbus engines:

TABLE 2.—AIRBUS AIRPLANE ENGINE CATEGORY LISTING

Engine model

Category

Engine serial number (SN)

(i) PW4156, PW4156A, and PW4158 en-
gines.

1|717201, 717205, 717702, 717703, 717710, 717752, 717788, 717798,
724033,
724049,
724063,
724090,
724558,
724571,
724806,
724835,
724861,
724924,
728523,
728537,
728546,
728557,

724023,
724044,
724059,
724079,
724555,
724568,
724577,
724821,
724855,
724910,
728520,
728534,
728543, 728544,
728552, 728553,
728563, 728564.

724026,
724045,
724061,
724088,
724556,
724569,
724578,
724827,
724857,
724913,
728521,
728535,

724027,
724048,
724062,
724089,
724557,
724570,
724640,
724833,
724858,
724914,
728522,
728536,
728545,
728554,

717799,
724041,
724056,
724075,
724552,
724567,
724576,
724820,
724849,
724909,
728519,
728528,
728542,
728551,
728562,

724034,
724050,
724065,
724091,
724561,
724572,
724807,
724836,
724862,
724925,
728524,
728538,
728547,
728558,

724036,
724051,
724067,
724094,
724562,
724573,
724808,
724840,
724865,
724926,
728525,
728539,
728548,
728559,

724037,
724052,
724073,
724095,
724563,
724574,
724809,
724841,
724866,
724927,
728526,
728540,
728549,
728560,

724040,
724055,
724074,
724551,
724564,
724575,
724811,
724848,
724868,
727912,
728527,
728541,
728550,
728561,

(i) PW4158 engines

2| 717704, 724001, 724002, 724004, 724005, 724006,
724020,
724069,
724093,
724814,
724843,
724863,
724875,
724887,
724897,
728503,
728509, 728510, 728511, 728515, 728518, 728531, 728532, 728533.

724010,
724043,
724086,
724804,
724828,
724854,
724872,
724884,
724894,
727436,

724011,
724047,
724087,
724805,
724831,
724859,
724873,
724885,
724895,
728501,

724019,
724068,
724092,
724813,
724832,
724860,
724874,
724886,
724896,
728502,

724007,
724038,
724077,
724801,
724824,
724851,
724869,
724881,
724890,
724900,
728506,

724008,
724039,
724080,
724802,
724825,
724852,
724870,
724882,
724892,
724932,
728507,

724009,
724042,
724085,
724803,
724826,
724853,
724871,
724883,
724893,
727315,
728508,

724031,
724071,
724096,
724819,
724846,
724864,
724876,
724888,
724898,
728504,

724035,
724076,
724097,
724823,
724847,
724867,
724880,
724889,
724899,
728505,

(i) PW4156, PW4156A, and PW4158. ......

3 | All others not listed by SN in this Table.

Engines Used on Boeing Airplanes

(b) Except as provided in paragraph (g) of
this AD, within 50 airplane cycles after the
effective date of this AD, limit the number of
engines that exceed the engine cycles-since-

new (CSN), engine cycles-since-overhaul
(CS0O), or engine cycles since passing
Testing-21 (CST) limits listed in the
following Table 3, to:

(1) No more than one engine per airplane
for dual-engine airplanes.

(2) No more than two engines per airplane
for three-engine airplanes.

(3) No more than three engines per airplane
for four-engine airplanes:

TABLE 3.—ENGINE STAGGER LIMITS FOR BOEING AIRPLANES

Configuration

B767-PWA4060/ MD—-11 PW4460/

designator

B747-PW4056

B767-PW4052

B767-PW4056

PW4060A/PW4060C/
PW4062

PW4462

1,400 CSN or CSO
2,100 CSN or CSO
2,100 CSN or CSO
2,600 CSN or CSO

750 CSN or CSO ..

3,000 CSN or CSO
4,400 CSN or CSO
4,400 CSN or CSO
4,400 CSN or CSO

750 CSN or CSO ..

1,600 CSN or CSO
2,800 CSN or CSO
2,800 CSN or CSO
3,000 CSN or CSO
750 CSN or CSO

900 CSN or CSO
2,000 CSN or CSO
2,000 CSN or CSO
2,200 CSN or CSO
750 CSN or CSO

800 CSN or CSO.
1,200 CSN or CSO.
1,300 CSN or CSO.
2,000 CSN or CSO.
750 CSN or CSO.

800 CST

800 CST

800 CST

800 CST

800 CST.

(c) Except as provided in paragraph (g) of
this AD, within 100 airplane cycles after the
effective date of this AD, limit the number of
engines that exceed the CSN, CSO, or CST
limits listed in Table 3, to:

(1) No more than one engine per airplane
for three-engine airplanes.

(2) No more than two engines per airplane
for four-engine airplanes.

(d) Within 200 airplane cycles after the
effective date of this AD, limit the number of
engines that, exceed the CSN, CSO, or GST
limits listed in Table 3, to no more than one

engine per airplane for four-engine airplanes.

(e) Thereafter, ensure that no more than
one engine per airplane exceeds the CSN,
CSO, or CST limit listed in Table 3.

Engines Used on Airbus Airplanes

(f) For engines installed on Airbus
airplanes, do the following:

(1) Within 50 airplane cycles after the
effective date of this AD, limit the number of
engines that exceed, the CSN, CSO, or CST
limits listed in the following Table 4, to no
more than one engine per airplane:
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TABLE 4.—ENGINE STAGGER LIMITS FOR AIRBUS AIRPLANES

Configuration
designator

A310 PW4156 and
PW4156A and A300
PWA4158 Category 1

A300 PW4158 Category 2

A310 PW4156 and
PW4156A and A300
PWA4158 Category 3

A310 PW4152

900 CSN or CSO
2,200 CSN or CSO ...
2,200 CSN or CSO ...
4,400 CSN or CSO ...

1,850 CSN or CSO
4,400 CSN or CSO ...
4,400 CSN or CSO ...
4,400 CSN or CSO ...

500 CSN or CSO
1,600 CSN or CSO
1,600 CSN or CSO ...
4,400 CSN or CSO

1,050 CSN or CSO
4,000 CSN or CSO
4,000 CSN or CSO
4,400 CSN or CSO

750 CSN or CSO
800 CST

750 CSN or CSO
800 CST

800 CST

750 CSN or CSO ...

750 CSN or CSO
800 CST

(2) Thereafter, ensure that no more than
one engine per airplane, that exceeds the
CSN, CSO, or CST limit listed in Table 4.

Configuration E Engines

(g) For all configuration E engines, do the
following:

(1) Before further flight, limit the number
of engines with configuration E from Table 1
of this AD to one on each airplane.

(2) Remove all engines with configuration
E from service before accumulating 1,300
CSN or cycles-since-conversion to
configuration E, whichever is later.

Stability Testing Requirement

(h) Engines removed from service in
accordance with paragraphs (b), (c), (d) or (f)
of this AD may be returned to service under
the following conditions:

(1) After passing a cool-engine fuel spike
stability test (Testing-21) that has been done
in accordance with one of the following
PW4000 Engine Manual (EM) Temporary
Revisions (TR’s) as applicable, except for
engines configured with Configuration E, or
engines that have experienced a Group 3
takeoff surge:

(i) PW4000 PW EM 50A443, Temporary
Revision No. 71-0026, dated November 14,
2001.

(i) PW EM 50A822, Temporary Revision
No. 71-0018, dated November 14, 2001.

(iii) PW EM 50A605, Temporary Revision
No. 71-0035, dated November 14, 2001.

(iv) Engines tested before the effective date
in accordance with PW IEN 96KC973D, dated
October 12, 2001, meets the requirements of
Testing-21, or

(2) The HPC was replaced with an HPC
that is new from production with no time in
service, or

(3) An engine whose HPC has been
overhauled, or replaced with an overhauled
HPC.

Minimum Build Standard

(i) For any engine that undergoes an HPC
overhaul after the effective date of this AD,
do the following:

(1) Inspect the HPC mid-hook and rear-
hook of the HPC inner case for wear in
accordance with PW4000 Clean, Inspect and
Repair (CIR) Manual PN 51A357, Section 72—
35-68 Inspection/Check—04, Indexes 8-11,
revised September 15, 2001. If the HPC rear
hook is worn beyond serviceable limits,
replace the HPC inner case rear hook with an
improved durability hook in accordance with
PW SB PW4ENG72-714, issued June 27,
2000. If the HPC inner case mid hook is worn
beyond serviceable limits, repair the HPC

inner case mid hook in accordance with any
revision of PW4000 CIR PN 51A357 Section
72-35-68, Repair—16, issued June 15, 1996.

(2) After the effective date of this AD, any
engine that undergoes an HPC overhaul may
not be returned to service unless it meets the
build standard of the following PW SB’s:
PW4ENG 72-484, PW4ENG 72-486,
PW4ENG 72-514, and PW4ENG 72-575.
Engines that incorporate the Phase 3
configuration already meet the build
standard defined by PW SB PW4ENG 72—
514.

(j) After the effective date of this AD, any
engine that undergoes separation of the HPC
and HPT modules must not be installed on
an airplane unless it meets the build standard
of PW SB PW4ENG 72-514. Engines that
incorporate the Phase 3 configuration already
meet the build standard defined by PW SB
PW4ENG 72-514.

(k) After the effective date of this AD,
Testing-21 must be performed in accordance
with paragraph (h) of this AD, before an
engine can be returned to service after having
undergone maintenance in the shop, except
under any of the following conditions;

(1) The HPC was overhauled, or replaced
with an overhauled HPC, or

(2) The HPC was replaced with an HPC
that is new from production with no time in
service, or

(3) The shop visit did not result in the
separation of a major engine flange, with the
exception of the “A” flange or “T”” flange.

(1) When a thrust rating change has been
made by using the Electronic Engine Gontrol
(EEC) programming plug, or an installation
change has been made, during an HPC
overhaul period, use the lowest cyclic limit
associated with any configuration used
during that overhaul period.

(m) For engines that experience a surge, do
the following:

(1) For engines that experience a Group 3
takeoff surge, remove the engine from service
and perform an HPC overhaul.

(2) For engines that experience a surge at
Engine Pressure Ratios (EPR’s) greater than
1.25, remove the engine from service within
25 cycles and perform Testing-21.

Definitions

(n) For the purposes of this AD, the
following definitions apply:

(1) An HPC overhaul is defined as
restoration of the HPC stages 5 through 15
blade tip clearances to the limits specified in
the applicable fits and clearances section of
the engine manual.

(2) A Phase 3 engine is identified by a (-

3) suffix after the engine model number on

the data plate if incorporated at original
manufacture, or a “CN”’ suffix after the
engine serial number if the engine was
converted using PW SB’s PW4ENG 72-490,
PW4ENG 72-504, or PW4ENG 72-572 after
original manufacture.

(3) A Group 3 takeoff surge is defined as
the occurrence of any of the following engine
symptoms during takeoff operation (either at
reduced, derated or full rated takeoff power
setting) after takeoff power set, which can be
attributed to no specific and correctable fault
condition after following aircraft level surge-
during-forward-thrust troubleshooting
procedures:

(i) Engine noises, including rumblings and
loud “bang(s).”

(ii) Unstable engine parameters (EPR, N1,
N2, and fuel flow) at a fixed thrust setting.

(iii) Exhaust gas temperature (EGT)
increase.

(iv) Flames from the inlet, the exhaust, or
both.

Alternative Methods of Compliance

(0) An alternative method of compliance or
adjustment of the compliance time that
provides an acceptable level of safety may be
used if approved by the Manager, Engine
Certification Office (ECO). Operators must
submit their requests through an appropriate
FAA Principal Maintenance Inspector, who
may add comments and then send it to the
Manager, ECO.

Note 2: Information concerning the
existence of approved alternative methods of
compliance with this airworthiness directive,
if any, may be obtained from the ECO.

Special Flight Permits

(p) Special flight permits may be issued in
accordance with §§21.197 and 21.199 of the
Federal Aviation Regulations (14 CFR 21.197
and 21.199) to operate the airplane to a
location where the requirements of this AD
can be done.

Testing-21 Reports

(q) Report the results of the cool engine
fuel spike stability assessment tests (Testing-
21) to the ANE-142 Branch Manager, Engine
Certification Office, 12 New England
Executive Park, Burlington, MA 01803-5299,
or by electronic mail to 9-ane-surge-ad-
reporting@faa.gov. The following data must
be reported:

(1) Engine serial number.

(2) Engine configuration designation per
Table 1.

(3) Date of the cool engine fuel spike
stability test.
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(4) HPC Serial Number, and HPC time and
cycles since new and since compressor
overhaul at the time of the test.

(5) Results of the test (Pass/Fail).

Documents That Have Been Incorporated by
Reference

(r) The inspection shall be done in
accordance with the following Pratt &

Whitney service bulletin (SB), Internal
Engineering Notice (IEN), Temporary
Revisions (TR’s), Clean, Inspection, and
Repair Manual (CIR) repair procedures:

Document No.

Pages

Revision Date

PW SB PWA4ENG72-714

Total pages: 12.
PW IEN 96KC973D
Total pages: 19.
PW TR 71-0026
Total pages: 24.
PW TR 71-0018
Total pages: 24.
PW TR 71-0035
Total pages: 24.

PW CIR 51A357, Section 72-35-68, Inspection/Check—04, Indexes

8-11.
Total pages: 5.
PW CIR 51A357, Section 72—-35-68, Repair 16
Total pages: 1.

................................ All e
................................ All e
................................ All ................ | Original
................................ All ................ | Original
All s Original
................................ All ................ | Original

November 8, 2001.
June 27, 2000.
November 8, 2001
June 27, 2000.
October 12, 2001.
November 14, 2001.
November 14, 2001.
November 14, 2001.

September 15, 2001.

June 15, 1996.

This incorporation by reference was
approved by the Director of the Federal
Register in accordance with 5 U.S.C. 552(a)
and 1 CFR part 51. Copies may be obtained
from Pratt & Whitney, 400 Main St., East
Hartford, CT 06108, (860)565—6600, fax
(860)565—4503. Copies may be inspected at
the FAA, New England Region, Office of the
Regional Counsel, 12 New England Executive
Park, Burlington, MA; or at the Office of the
Federal Register, 800 North Capitol Street,
NW, suite 700, Washington, DC.

Effective Date

(s) This amendment becomes effective on
January 17, 2002.

Issued in Burlington, Massachusetts, on
December 12, 2001.
Robert G. Mann,

Acting Manager, Engine and Propeller
Directorate, Aircraft Certification Service.

[FR Doc. 01-31296 Filed 12—31-01; 8:45 am]
BILLING CODE 4910-13-P

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 241
[Release No. 34-45194]

Commission Guidance on the Scope of
Section 28(e) of the Exchange Act

AGENCY: Securities and Exchange
Commission.

ACTION: Interpretation.

SUMMARY: We are publishing
interpretive guidance on the application
of Section 28(e) of the Securities
Exchange Act of 1934 (“Exchange Act”).
This section provides a safe harbor to
money managers who use the
commission dollars of their advised

accounts to obtain research and
brokerage services. The guidance we are
publishing today clarifies that the term
“commission” for purposes of the
Section 28(e) safe harbor encompasses,
among other things, certain transaction
costs, even if not denominated a
“commission.”

EFFECTIVE DATE: The guidance is
effective on January 2, 2002.

FOR FURTHER INFORMATION CONTACT:
Catherine McGuire, Chief Counsel;
Joseph Corcoran, Special Counsel, (202)
942-0073, Office of the Chief Counsel,
Division of Market Regulation,
Securities and Exchange Commission,
450 Fifth Street, NW, Washington, DC
20549-1001.

SUPPLEMENTARY INFORMATION:

I. Background

If money managers use commission
dollars of their advised accounts to
obtain research and brokerage services,
Section 28(e) prevents them from being
held to have breached a fiduciary duty,
provided the conditions of the section
are met.! Previously, the Commission
interpreted Section 28(e) to be available
only for research and brokerage services
obtained in relation to commissions
paid to a broker-dealer acting in an
‘““agency’’ capacity.2 That interpretation

115 U.S.C. 78bb(e).

2Investment Advisers Act Release No. 1469
(February 14, 1995), 60 FR 9750 (February 21,
1995). In this release, the Commission stated, ‘“[t]he
safe harbor does not encompass soft dollar
arrangements under which research services are
acquired as a result of principal transactions,”
adopting a position originally outlined in a 1990
staff letter, authorized by the Commission, to the
Department of Labor. See Letter re: Section 28(e) of
the Securities Exchange Act of 1934 (July 25, 1990).

prevented money managers from relying
on the safe harbor for research and
brokerage services obtained in relation
to fees charged by market makers when
they executed transactions in a
“principal” capacity.

The Nasdaq Stock Market, Inc.
(“Nasdaq’’) asked us to reconsider this
interpretation of Section 28(e). In
particular, Nasdaq urged us to interpret
the Section 28(e) safe harbor to apply
not just to research and brokerage
services obtained in relation to
commissions on agency transactions,
but also to such services obtained in
relation to fully and separately
disclosed fees on certain riskless
principal transactions effected by
National Association of Securities
Dealers, Inc. (“NASD’’) members and
reported under certain NASD trade
reporting rules.? In Nasdaq’s view, the
recent amendments to its trade reporting
rules for certain riskless principal
transactions support a modification of
the Commission’s interpretation of
Section 28(e).4

See also Investment Company Act Release No.
20472 (August 11, 1994), 59 FR 42187 (August 17,
1994).

3 See Letter from Hardwick Simmons, Chief
Executive Officer, The Nasdaq Stock Market, Inc. to
Harvey L. Pitt, Chairman, Commission, dated
September 7, 2001.

4 See Exchange Act Release Nos. 41208 (March
24,1999), 64 FR 15386 (March 31, 1999) (File No.
SR-NASD-98-59); 41606 (July 8, 1999), 64 FR
38226 (July 15, 1999) (File No. SR-NASD-98-08);
43303 (September 19, 2000), 65 FR 57853
(September 26, 2000) (File No. SR-NASD-00-52).
These filing amended NASD Rules 4632 (the trade
reporting rule for Nasdaq National Market
securities), 4642 (the trade reporting rule for Nasdaq
SmallCap Market securities), and 6420 (the trade
reporting rule for eligible securities).
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II. Discussion

Section 28(e) of the Exchange Act
prevents a person who exercises
investment discretion with respect to an
account from being “deemed to have
acted unlawfully or to have breached a
fiduciary duty * * * solely by reason of
his having caused the account to pay a
[broker-dealer] an amount of
commission for effecting a securities
transaction in excess of the amount of
commission another [broker-dealer]
would have charged for effecting that
transaction, if such person determined
in good faith that such amount of
commission was reasonable in relation
to the value of the brokerage and
research services provided by such
[broker-dealer]. * * *”5

This release clarifies the meaning of
the term “commission” in the context of
Section 28(e), and, therefore, the type of
fees paid by a managed account to a
broker-dealer for a securities transaction
that may be used by the money manager
to obtain research and brokerage
services within the safe harbor. As
noted above, the Commission to date
has interpreted the term “commission”
to include fees paid by a managed
account to a broker-dealer for effecting
a transaction in an agency capacity. This
interpretation is based on the
understanding that the term
“commission’’ generally connotes an
agency transaction.® However, that
interpretation is not mandated by the
language of the statute. In fact, the
reference to “dealer’” in Section 28(e)
might suggest that the term
“commission” includes fees paid to a
broker-dealer acting in other than an
agency capacity.

The meaning of the term
“commission” in Section 28(e) is
informed by the requirement that a
money manager relying on the safe
harbor must determine in good faith that
the amount of “commission” is
reasonable in relation to the value of
research and brokerage services
received. This requirement presupposes
that a “commission” paid by the
managed account is quantifiable in a
verifiable way and is fully disclosed to
the money manager. When we issued
our guidance in 1995, an agency

515 U.S.C. 78bb(e). See also Exchange Act
Release No. 23170 (April 23, 1986), 51 FR 16004
(April 30, 1986).

6In adopting the position in 1995 that Section
28(e) does not encompass principal transactions, we
noted a 1990 staff letter to the Department of Labor.
In that letter, the Division of Market Regulation
stated that, “Section 28(e) refers to ‘commissions’
only, which connote transactions effected on an
agency basis, and does not refer to markups or
markdowns, which would more clearly have
suggested that Congress intended to extend the safe
harbor to principal transactions.” See supra note 2.

transaction had more cost transparency
than a principal transaction because
frequently embedded within the cost of
a principal transaction was undisclosed
compensation to the dealer. In other
words, fees on principal transactions
were not quantifiable and fully
disclosed in a way that would permit a
money manager to determine that the
fees were reasonable in relation to the
value of research and brokerage services
received.

Since that time, the NASD has
modified its trade reporting rules for
certain riskless principal transactions.
Currently, NASD Rule 4632 (applicable
to Nasdaq National Market securities),
NASD Rule 4642 (applicable to Nasdaq
SmallCap Market securities), and NASD
Rule 6420 (applicable to “eligible
securities”) require a riskless principal
transaction in which both legs are
executed at the same price (“Eligible
Riskless Principal Transaction’) to be
reported once, in the same manner as an
agency transaction, exclusive of any
markup, markdown, commission
equivalent, or other fee.” Coupled with
Exchange Act Rule 10b-10, this form of
trade reporting means that a money
manager agreeing to an Eligible Riskless
Principal Transaction receives the same
price as received in the offsetting trade
and that this price is disclosed on a
confirmation that also fully discloses
the remuneration to the NASD member
for effecting this transaction.? Thus, a
money manager opting for an Eligible
Riskless Principal Transaction would
now be informed of the entire amount
of a market maker’s charge for effecting
the trade.

In recognition of the transparency
achieved in the Nasdaq market for
certain riskless principal transactions,
which allows a money manager to make
the necessary determination under
Section 28(e), we are modifying our
interpretation of Section 28(e).
Specifically, we now interpret the term
‘“‘commission” in Section 28(e) of the
Exchange Act to include a markup,
markdown, commission equivalent or
other fee paid by a managed account to
a dealer for executing a transaction

7 See NASD Rules 4632(d)(3)(B) (for Nasdaq
Market securities), 4642(d)(3)(B) (for Nasdaq
SmallCap Market securities), and 6420(d)(3)(B) (for
eligible securities). Each of these rules defines a
riskless principal transaction as a “transaction in
which a member, after having received an order to
buy a security, purchases the security as principal
at the same price to satisfy the order to buy or, after
having received an order to sell, sells the security
as principal at the same price to satisfy the order
to sell.”

8Exchange Act Rule 10b—10(a)(2)(ii), 17 CFR
240.10b-10(a)(2)(ii). Nasdaq SmallCap Market
securities are subject to Exchange Act Rule 10b—10.
See Exchange Act Release No. 45081 (November 19,
2001), 66 FR 59273 (November 27, 2001).

where the fee and transaction price are
fully and separately disclosed on the
confirmation and the transaction is
reported under conditions that provide
independent and objective verification
of the transaction price subject to self-
regulatory organization oversight.

Fees paid for Eligible Riskless
Principal Transactions that are reported
under NASD Rule 4632, 4642, or 6420
would fall within this interpretation.®
Fees paid to an NASD member for
effecting an Eligible Riskless Principal
Transaction are distinguishable from
fees paid on traditional riskless
principal transactions as well as
traditional principal transactions
involving a dealer’s inventory. Fees on
other riskless principal transactions can
include an undisclosed fee (reflecting a
dealer’s profit on the difference in price
between the first and second legs of the
transaction). Fees on traditional
principal transactions also can include
an undisclosed fee based on some
portion of the spread. In addition, the
price of the trade, if reported, is to some
degree within the control of the dealer.
In contrast, fees on Eligible Riskless
Principal Transactions that are reported
under NASD Rule 4632, 4642, or 6420
must be fully and separately disclosed.
Moreover, the price of the trade is
validated by the offsetting leg of the
transaction.

Required disclosure of fees under
confirmation rules and reporting of the
trade under self-regulatory organization
rules at a single price for both offsetting
transactions, which provides
independent verification of this price,
give money managers information about
fees and trade prices sufficient to make
the determination of reasonableness of
these charges. It is therefore reasonable
to treat such fees as a “commission” for
purposes of Section 28(e) only. As other
markets develop equivalent regulations
to ensure equivalent transparency,
transaction charges in those markets
that meet the requirements of this
interpretation will be considered to fall
within the interpretation.

9Riskless principal transactions in the debt
market, however, are not currently subject to
confirmation and reporting requirements that meet
these conditions, under either NASD or
Commission rules, and therefore would not be
within the Section 28(e) safe harbor. Such
transactions do not afford money managers the level
of transparency necessary to determine if the
remuneration paid is reasonable in relation to the
value received, as required to rely on Section 28(e).
The interpretation does not currently extend to
other securities that may have similar reporting
requirements, but that do not have the same
confirmation requirements for market makers, e.g.,
OTC Bulletin Board stocks, Pink Sheet stocks, and
convertible securities.
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II1. Conclusion

For the foregoing reasons, we find that
this interpretation is consistent with
Section 28(e) of the Exchange Act and
the requirements of that section.

List of Subjects in 17 CFR Part 241

Securities.

Amendments to the Code of Federal
Regulations

» For the reasons set forth above, the
Commission is amending title 17,
chapter II of the Code of Federal
Regulations as set forth below:

PART 241—INTERPRETATIVE
RELEASES RELATING TO THE
SECURITIES EXCHANGE ACT OF 1934
AND GENERAL RULES AND
REGULATIONS THEREUNDER

= 1. Part 241 is amended by adding
Release No. 34-45194 and the release
date of December 27, 2001 to the list of
interpretative releases.

Dated: December 27, 2001.

By the Commission.
Margaret H. McFarland,
Deputy Secretary.
[FR Doc. 01-32199 Filed 12—31-01; 8:45 am)]
BILLING CODE 8010-01-P

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Parts 1 and 602
[TD 8975]
RIN 1545-BA21

Certain Transfers of Property to
Regulated Investment Companies
[RICs] and Real Estate Investment
Trusts [REITS]

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Temporary regulations.

SUMMARY: This document contains
temporary regulations that apply to
certain transactions or events that result
in a Regulated Investment Company
[RIC] or a Real Estate Investment Trust
[REIT] owning property that has a basis
determined by reference to a C
corporation’s basis in the property.
These regulations affect RICs, REITS,
and C corporations and clarify the tax
treatment of transfers of C corporation
property to a RIC or REIT. The text of
the temporary regulations also serves as
the text of the proposed regulations set
forth in the notice of proposed
rulemaking on this subject in the

Proposed Rules section of this issue of
the Federal Register.

DATES: Effective Date: These regulations
are effective January 2, 2002.
Applicability Dates: For dates of
applicability, see §§1.337(d)-6T(e) and
1.337(d)-7T(f).
FOR FURTHER INFORMATION CONTACT: Lisa
A. Fuller, (202) 622—7750 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

These temporary regulations are being
issued without prior notice and public
procedure pursuant to the
Administrative Procedure Act (5 U.S.C.
553). For this reason, the collection of
information contained in these
regulations has been reviewed and,
pending receipt and evaluation of
public comments, approved by the
Office of Management and Budget under
control number 1545—-1672. Responses
to this collection of information are
required to obtain a benefit, i.e., to elect
to recognize gain as if the C corporation
had sold the property at fair market
value or to elect section 1374 treatment.

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless the collection of information
displays a valid control number.

For further information concerning
this collection of information, and
where to submit comments on the
collection of information and the
accuracy of the estimated burden, and
suggestions for reducing this burden,
please refer to the preamble to the cross-
referencing notice of proposed
rulemaking published in the Proposed
Rules section of this issue of the Federal
Register.

Books or records relating to a
collection of information must be
retained as long as their contents may
become material in the administration
of any internal revenue law. Generally,
tax returns and tax return information
are confidential, as required by 26
U.S.C. section 6103.

Background

Sections 631 and 633 of the Tax
Reform Act of 1986 (the 1986 Act)
(Public Law 99-514, 100 Stat. 2085,
2272), as amended by section 1006(e)
and (g) of the Technical and
Miscellaneous Revenue Act of 1988 (the
1988 Act) (Public Law 100-647, 102
Stat. 3342, 3400-01), amended the
Internal Revenue Code (Code) to repeal
the General Utilities doctrine. In
particular, the 1986 Act amended
sections 336 and 337 to require
corporations to recognize gain or loss on

the distribution of property in
connection with complete liquidations
other than certain subsidiary
liquidations. Section 337(d) directs the
Secretary to prescribe regulations as
may be necessary to carry out the
purposes of General Utilities repeal,
including rules to “‘ensure that such
purposes may not be circumvented

* * * through the use of a regulated
investment company, a real estate
investment trust, or tax-exempt entity

* * *» Absent special rules, the transfer
of property owned by a C corporation to
a RIC or REIT could result in
permanently removing the property’s
built-in gain from tax at the corporate
level, because RICs and REITs generally
are not subject to tax on income that is
distributed to their shareholders.

On February 4, 1988, the IRS issued
Notice 88—19 (1988—1 C.B. 486)
announcing its intention to promulgate
regulations under the authority of
section 337(d) with respect to
transactions or events that result in a
RIC or REIT owning property that has a
basis determined by reference to a C
corporation’s basis (a carryover basis).
Notice 88—19 provided that the
regulations would apply with respect to
the net built-in gain of C corporation
assets that become assets of a RIC or
REIT by the qualification of a C
corporation as a RIC or REIT or by the
transfer of assets of a C corporation to
a RIC or REIT (a conversion transaction).
The Notice further provided that, where
the regulations apply, the C corporation
would be treated, for all purposes, as if
it had sold all of its assets at their
respective fair market values and
immediately liquidated. The Notice
provided, however, that the regulations
would not allow the recognition of a net
loss and that, except as provided in the
Notice, the regulations would not affect
the characterization for tax purposes of,
or the tax treatment of parties to, any
transactions to which they apply. For
example, shareholders of a G
corporation who received RIC shares in
a transaction that qualified as a
reorganization under section
368(a)(1)(C) would not recognize gain or
loss solely because the C corporation
was subject to tax. The Notice also
provided that immediate gain
recognition could be avoided if the C
corporation that qualified as a RIC or
REIT or the transferee RIC or REIT, as
the case may have been, elected to be
subject to tax under section 1374 with
respect to the C corporation property.
Notice 88-19 also indicated that the
regulations would apply retroactively to
June 10, 1987. Notice 88—96 (1988-2
C.B. 420), amplifies Notice 88-19 by
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providing that the regulations described
in Notice 88—-19 would provide an
exception to the general gain
recognition rules for any C corporation
that qualified to be taxed as a RIC for at
least one taxable year, then failed to so
qualify for one taxable year, and then
requalified to be taxed as a RIC in the
next taxable year.

On February 7, 2000, Treasury and
the IRS published temporary regulations
[TD 8872] (the 2000 temporary
regulations) reflecting the principles set
forth in Notice 88—19 and Notice 88-96,
a notice of proposed rulemaking by
cross-reference to temporary
regulations, and a notice of public
hearing [REG-209135-88]. The 2000
temporary regulations apply
retroactively to June 10, 1987.

Treasury and the IRS have received a
number of comments, both written and
oral, on the 2000 temporary regulations.
A public hearing was held on May 10,
2000. After considering these
comments, Treasury and the IRS have
decided to issue two new sets of
temporary regulations, one that will
apply to conversion transactions
occurring on or after June 10, 1987 and
before January 2, 2002 (the —-6T
regulations), and another that will apply
to conversion transactions occurring on
or after January 2, 2002 (the —7T
regulations). Alternatively, taxpayers
generally may apply the 2000 temporary
regulations in lieu of the —6T
regulations to any conversion
transaction that occurred on or after
June 10, 1987 and before January 2,
2002. However, RICs and REITSs that rely
on the 2000 temporary regulations and
that are subject to section 1374
treatment may not rely on certain
provisions in the 2000 temporary
regulations, but instead must apply
certain provisions of the —6T
regulations, with respect to built-in
gains and losses recognized in taxable
years beginning on or after January 2,
2002. Furthermore, taxpayers are not
prevented from relying on the 2000
temporary regulations merely because
they elect section 1374 treatment in the
manner described in the —6T regulations
rather than in the manner described in
the 2000 temporary regulations.

Explanation of Provisions

This preamble first discusses the —6T
regulations and how the —6T regulations
differ from the 2000 temporary
regulations. This preamble then
explains the differences between the
—7T regulations and the —6T regulations.

Summary of -6T Regulations

The —6T regulations provide that, if
property of a C corporation that is not

a RIC or REIT becomes the property of

a RIC or REIT in a conversion
transaction, then the C corporation is
subject to deemed sale treatment, unless
the RIC or REIT elects to be subject to
section 1374 treatment. Thus, the C
corporation generally recognizes gain
and loss as if it sold the property
converted to RIC or REIT property or
transferred to the RIC or REIT (the
converted property) to an unrelated
party at fair market value immediately
before the conversion transaction. If the
C corporation recognizes net gain on the
deemed sale, then the basis of the
converted property in the hands of the
RIC or REIT is adjusted to its fair market
value immediately before the
conversion transaction. The —-6T
regulations do not permit a C
corporation to recognize a net loss on
the deemed sale. For this purpose, net
loss is defined as the excess of aggregate
losses over aggregate gains (including
items of income), without regard to
character. Where there is a net loss, the
C corporation recognizes no gain or loss
on the deemed sale, and the C
corporation’s basis in the converted
property carries over to the RIC or REIT.

Clarification of Deemed Sale Treatment

The 2000 temporary regulations
provide that, unless a section 1374
election is made, a C corporation that
elects RIC or REIT status or transfers
property to a RIC or REIT is “treated for
all purposes, including recognition of
net built-in gain, as if it had sold all of
its assets at their respective fair market
values on the deemed liquidation date
* * * and immediately liquidated.”
Commentators objected to this provision
on two grounds. First, they argued that
the provision is overly broad, because it
treats the C corporation that is
transferring property to a RIC or REIT as
having sold all of its property, even
where all of its property may not have
been transferred to the RIC or REIT.
Second, they argued that the “for all
purposes” language could be read to
suggest that the deemed liquidation
results in the imposition of a
shareholder tax, a result that they view
as inconsistent with Notice 88—-19 and
the purposes of section 337(d).
Commentators also argued that deemed
liquidation treatment would
inappropriately eliminate the C
corporation’s tax attributes, such as net
operating loss carryforwards and
earnings and profits, to which the RIC
or REIT might otherwise succeed.

Treasury and the IRS agree with these
comments. Accordingly, the —6T
regulations clarify that the C corporation
is treated as having sold only that
property actually transferred to the RIC

or REIT and that a shareholder-level tax
is not imposed. In addition, the deemed
liquidation construct has been
eliminated.

Deemed Sale Loss Disallowance

The 2000 temporary regulations do
not permit a C corporation to recognize
a net loss on a conversion transaction.
Some commentators argued that loss
disallowance is inappropriate, noting
that a net loss can be recognized under
section 336 and §1.337(d)—4, which
governs certain transfers of property
from taxable to tax-exempt entities.

Treasury and the IRS believe that loss
disallowance is appropriate in the
context of the —6T regulations for two
reasons. First, Treasury and the IRS are
concerned that a C corporation may
selectively contribute loss property to a
RIC or REIT in a section 351 transaction,
generating an immediate loss. Because
section 336 and § 1.337(d)—4 apply only
where a C corporation transfers
substantially all of its assets, selective
contribution concerns are minimal in
those contexts. Second, section 336 and
§ 1.337(d)—4 require C corporations to
recognize both gains and losses
immediately, whereas the —6T
regulations allow taxpayers to defer the
recognition of net gain on a conversion
transaction by making an election to be
subject to tax under section 1374.
Allowing immediate net loss
recognition while allowing deferral of
net gain would provide C corporations
engaging in conversion transactions
with an inappropriate degree of
selectivity. Taxpayers that otherwise
would recognize a net gain on a
conversion transaction would likely
elect section 1374 treatment. Taxpayers
that would recognize a net loss on a
conversion transaction would likely
choose deemed sale treatment. For these
reasons, the —6T regulations disallow
recognition of a net loss on a conversion
transaction.

Section 1374 Double Tax Issue

Some commentators argued that
conversion transactions do not
implicate concerns regarding avoidance
of General Utilities repeal to the extent
that the RIC or REIT has C corporations
as shareholders after the conversion
transaction. The commentators
explained that, if a C corporation
continues to own stock in the RIC or
REIT after a conversion transaction,
then the built-in gain attributable to the
transferred property is preserved in the
basis of the C corporation’s RIC or REIT
stock. Further, the C corporation
generally will be fully taxable on
dividends distributed by the RIC or
REIT, even where the RIC or REIT pays
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tax on built-in gains. Accordingly, the
commentators requested that the 2000
temporary regulations be modified to
mitigate the combined impact of tax at
the RIC or REIT level under section
1374 and tax at the C corporation
shareholder level on RIC and REIT
dividends.

Treasury and the IRS considered
several approaches suggested by
commentators for mitigating this double
corporate tax. These approaches
include: (1) Exempting section 351
transfers of property by a C corporation
to a RIC or REIT from the scope of these
regulations, (2) removing the
requirement that RICs and REITs
distribute recognized built-in gains, and
(3) allowing C corporation shareholders
of RICs and REITs to claim a dividends
received deduction for built-in gains
distributed by the RIC or REIT.

After consideration, Treasury and the
IRS decided that it could not accept any
of these approaches. The first two
approaches were not accepted because
they could create opportunities to avoid
corporate-level tax on built-in gains.
The third approach was not accepted
because the dividends received
deduction is only available for
distributions characterized as ordinary
income, not distributions characterized
as capital gains. As explained below,
under the —6T regulations, RICs and
REITs may characterize most
distributions of built-in gains as capital
gain dividends. Moreover, all three
approaches would give rise to
administrative difficulties that could be
addressed only through extensive
rulemaking.

Section 1374 Operational Rules

The 2000 temporary regulations
provide that the built-in gain of a RIC or
REIT electing section 1374 treatment
and the corporate-level tax imposed on
that gain are subject to rules similar to
the rules relating to net income from
foreclosure property (NIFP) of REITs.
The comments pointed out certain
differences between the section 1374
rules and the NIFP rules. For example,
under section 1374, any recognized
built-in gain retains its character as
capital gain or ordinary income. In
contrast, NIFP is always treated as
ordinary income. In addition, net
operating losses of a C corporation can
offset recognized built-in gains of an S
corporation but cannot offset NIFP.
Similarly, business credit carryforwards
from a C corporation can reduce the tax
on the net recognized built-in gain of an
S corporation but cannot reduce the tax
on NIFP.

In light of these differences, Treasury
and the IRS have adopted an alternative

approach that does not rely on the NIFP
rules for coordinating the built-in gains
tax imposed by this section with the
provisions of subchapter M. Unlike the
NIFP rules, this approach generally
preserves the character of recognized
built-in gains and recognized built-in
losses. Under this approach, recognized
built-in gains and recognized built-in
losses that have been taxed in
accordance with these regulations are
treated like other gains and losses of
RICs and REITs that are not subject to
tax under these regulations. Thus, they
are included in computing investment
company taxable income for purposes of
section 852(b)(2), real estate investment
trust taxable income for purposes of
section 857(b)(2), net capital gain for
purposes of sections 852(b)(3) and
857(b)(3), gross income derived from
sources within any foreign country or
possession of the United States for
purposes of section 853, and the
dividends paid deduction for purposes
of sections 852(b)(2)(D), 852(b)(3)(A),
857(b)(2)(B), and 857(b)(3)(A).

In addition, consistent with section
1374, the —6T regulations generally
allow RICs and REITSs to use loss
carryforwards and credits and credit
carryforwards arising in taxable years
for which the corporation that generated
the attribute was a C corporation (and
not a RIC or REIT) to reduce net
recognized built-in gain and the tax
thereon, subject to the limitations
imposed by sections 1374(b)(2) and
(b)(3) and §§1.1374-5 and 1.1374—6. In
addition, the —6T regulations provide an
ordering rule for applying loss
carryforwards, credits, and credit
carryforwards to reduce net recognized
built-in gain (and the tax thereon) and
RIC or REIT taxable income (and the tax
thereon). Under this ordering rule, loss
carryforwards of a RIC or REIT must be
used to reduce net recognized built-in
gain for a taxable year to the greatest
extent possible before such losses can be
used to reduce investment company
taxable income for purposes of section
852(b) or real estate investment trust
taxable income for purposes of section
857(b) for that taxable year. Similarly,
credits and credit carryforwards of a RIC
or REIT must be used to reduce the tax
on net recognized built-in gain imposed
under this section for the taxable year to
the greatest extent possible before such
credits and credit carryforwards can be
used to reduce the tax, if any, on
investment company taxable income for
purposes of section 852(b) or on real
estate investment trust taxable income
for purposes of section 857(b) for that
taxable year.

The —6T regulations also make
adjustments to the taxable income

limitation of section 1374 to take into
account items that are unique to REITs.
Under the —6T regulations, taxable
income of a RIC or REIT is initially
computed under sections 1374(d)(2) and
1375(b)(1)(B) as if the RIC or REIT were
an S corporation. Thus, the RIC’s or
REIT’s taxable income is its taxable
income under section 63(a) without
regard to—(i) deductions allowed by
part VIII of subchapter B (other than the
deduction allowed by section 248,
relating to organizational expenditures),
and (ii) the deduction under section
172. In addition, the RIC or REIT would
not be allowed a deduction for
dividends paid, as the dividends paid
deduction is not available to S
corporations. Under the —6T regulations,
this amount is then reduced for REITs
by certain items that are subject to a
100-percent penalty tax. Items subject to
a 100-percent penalty tax, along with
net income from foreclosure property,
are also excluded in computing a REIT’s
net recognized built-in gain.

In response to comments, the —-6T
regulations also provide that the entity-
level tax imposed on net recognized
built-in gain is treated as a loss that
reduces the RIC’s or REIT’s taxable
income and earnings and profits. The
character of the loss attributable to the
tax on net recognized built-in gain is
determined by allocating the tax
proportionately (based on recognized
built-in gain) among the items of
recognized built-in gain included in net
recognized built-in gain. With respect to
RICs, the tax imposed on net recognized
built-in gain is treated as attributable to
the portion of the RIC’s taxable year
occurring after October 31.

Commentators also requested that
built-in gain recognized by a RIC or
REIT that is subject to section 1374
treatment generate subchapter M
earnings and profits. They explained
that a RIC or REIT cannot qualify as
such under subchapter M if it retains
any subchapter C earnings and profits.
Thus, if earnings and profits attributable
to recognized built-in gain were
subchapter C earnings and profits, a RIC
or REIT would retain its qualification
only if it distributed 100 percent of the
net recognized built-in gain in excess of
the entity-level tax. In response to these
comments, the examples in the —6T
regulations clarify that earnings and
profits attributable to built-in gain
recognized by a RIC or REIT are
subchapter M earnings and profits.

Electing Section 1374 Treatment

The 2000 temporary regulations
provide that a RIC or REIT makes a
section 1374 election by attaching a
statement to its Federal income tax
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return for the first taxable year in which
the assets of a C corporation become
assets of the RIC or REIT. The 2000
temporary regulations also provide a
special rule for making a section 1374
election where the first taxable year in
which the assets of a C corporation
became the assets of a RIC or REIT ends
after June 10, 1987, but before March 8,
2000 (an interim period election). Under
the 2000 temporary regulations, a RIC or
REIT may file an interim period election
with its first Federal income tax return
filed after March 8, 2000.

Commentators expressed concern that
the rule applicable to interim period
elections required a RIC or REIT to make
an election on its first Federal income
tax return filed after March 8, 2000,
even if the RIC or REIT previously had
made a section 1374 election. They also
expressed concern that RICs and REITs
were not given sufficient time after the
promulgation of the 2000 temporary
regulations to make interim period
elections. In response to these
comments, the —6T regulations allow a
RIC or REIT that converted from a C
corporation or acquired property with a
carryover basis from a C corporation
before January 2, 2002, to make a
section 1374 election with any Federal
income tax return filed by the RIC or
REIT on or before March 15, 2003,
provided that the RIC or REIT has
reported consistently with such election
for all periods. In addition, under the
—6T regulations, an interim period
election is not necessary if the RIC or
REIT can demonstrate that it has
previously informed the IRS of its intent
to make a section 1374 election.

Some commentators also requested
that Treasury and the IRS clarify that a
RIC or REIT must make a separate
section 1374 election for each
conversion transaction in which it
participates. The —6T regulations make
this clarification. Thus, a RIC or REIT
can elect section 1374 treatment for one
conversion transaction and not elect
section 1374 treatment for another
conversion transaction.

Exception for Re-Election of RIC or REIT
Status

Under the 2000 temporary
regulations, the rule requiring
recognition of gain on a conversion
transaction does not apply to a C
corporation that qualified to be a RIC for
at least one taxable year, then failed to
so qualify for a period not in excess of
one taxable year, and then requalifies as
a RIC. Although this exception
implements Notice 88—96, the language
of the 2000 temporary regulations
differs slightly from the language used
in Notice 88—96. Some commentators

have noted that the change in language
might be misinterpreted as a substantive
change where none was intended. In
response to these comments, this
language has been clarified in the —6T
regulations.

In addition, some commentators
requested that the exception be
expanded to cover periods longer than
one taxable year. They argued that a
corporation that fails to meet the RIC
qualification requirements for as short a
period as 6 months could be taxed as a
C corporation for two taxable years. This
could happen where a RIC fails the
quarterly diversification test for the last
quarter of one calendar year and the first
quarter of the subsequent calendar year.

Other commentators requested that
this exception be expanded to cover
REITs. They noted that Congress
generally treats RICs and REITs
similarly and that there is no
justification for excluding REITs from
the benefit of this exception.

The —6T regulations incorporate these
comments by extending the exception to
REITs and the maximum period for loss
of RIC or REIT status from one taxable
year to two taxable years.

Retention of Retroactive Effective Date

Commentators argued that, due to the
12-year gap between the promulgation
of Notice 88—19 and the issuance of the
regulations implementing Notice 88—19,
the regulations should not apply
retroactively.

Notice 88-19 notified taxpayers that
the section 337(d) regulations would
apply as of June 10, 1987. The 2000
temporary regulations, which were
published on February 7, 2000, do, in
fact, apply as of June 10, 1987.
Moreover, since February 7, 2000,
taxpayers have relied on the 2000
temporary regulations. For these
reasons, the 2000 temporary regulations
and the —6T regulations retain the June
10, 1987, applicability date.

Summary of -7T Regulations

The —7T regulations follow the —6T
regulations in most respects. However,
certain changes were included in the
—7T regulations that were not included
in the —6T regulations, because Treasury
and the IRS were concerned that these
changes, if made retroactively, could
have an adverse impact on taxpayers
that have relied on the 2000 temporary
regulations. The following sections
highlight these differences between the
—6T regulations and the —7T regulations.

Section 1374 Treatment as Default
Rule

A number of commentators,
particularly REIT commentators,

expressed the view that, when a C
corporation engages in a conversion
transaction, section 1374 treatment
should apply automatically and
taxpayers that desire deemed sale
treatment should be allowed to elect
such treatment. They pointed out that
the automatic application of a section
1374 regime is consistent with the
treatment of C corporations that elect S
status. Further, they argued that most
taxpayers would prefer to be subject to
section 1374 treatment than to deemed
sale treatment. If section 1374 treatment
is the default treatment, then the
incidence of inadvertent failures to
make elections will be reduced.
However, to protect the expectations of
taxpayers that engaged in conversion
transactions prior to the promulgation of
these regulations, the commentators
recommended that section 1374
treatment be adopted as the default
treatment on a prospective basis. In
accordance with these comments, the
—7T regulations provide that section
1374 treatment applies unless the C
corporation elects deemed sale
treatment.

Anti-Stuffing Rule for Taxpayers
Electing Deemed Sale Treatment

Treasury and the IRS are concerned
that taxpayers electing deemed sale
treatment might attempt to decrease net
gains on conversion transactions by
stuffing loss property into a C
corporation prior to a conversion
transaction. Treasury and the IRS note
that section 336 and §1.337(d)—4 both
have anti-stuffing rules. Accordingly,
the —7T regulations include an anti-
stuffing rule applicable to transactions
taxed under the deemed sale approach.
The anti-stuffing rule is similar to those
contained in section 336 and §1.337(d)-
4.

Aggregate Principles To Apply to
Partnership Transactions

Treasury and the IRS believe that a
partnership with C corporation partners
should be treated as an aggregate for
purposes of applying these regulations.
Accordingly, the —7T regulations
provide that these regulations apply to
property transferred by a partnership to
a RIC or REIT to the extent of any C
corporation partner’s proportionate
share of the transferred property. For
example, if a C corporation owns a 20
percent interest in a partnership and
that partnership contributes an asset to
a REIT in a section 351 transaction, then
the partnership shall be treated as a C
corporation with respect to 20 percent
of the asset contributed to the REIT. If
the partnership were to elect deemed
sale treatment with respect to such
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transfer, then any gain recognized by the
partnership on the deemed sale must be
specially allocated to the C corporation
partner.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
also has been determined that section
553(b) of the Administrative Procedure
Act (5 U.S.C. chapter 5) does not apply
to these regulations. For the
applicability of the Regulatory
Flexibility Act (5 U.S.C. chapter 6) refer
to the Special Analyses section of the
preamble to the cross-reference notice of
proposed rulemaking published in the
Proposed Rules section in this issue of
the Federal Register. Pursuant to
section 7805(f) of the Code, these
temporary regulations will be submitted
to the Chief Counsel for Advocacy of the
Small Business Administration for
comment on their impact on small
business.

Drafting Information

The principal author of these
regulations is Lisa A. Fuller of the Office
of Associate Chief Counsel (Corporate).
Other personnel from Treasury
Department and the IRS participated in
their development.

List of Subjects
26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

26 CFR Part 602

Reporting and recordkeeping
requirements.

Adoption of Amendments to the
Regulations

= Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

= Paragraph 1. The authority citation for
part 1 is amended by adding an entry in
numerical order to read in part as
follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.337(d)-6T also issued under 26
U.S.C. 337.

Section 1.337(d)-7T also issued under 26
U.S.C. 337. * * *
» Par. 2. §1.337(d)-5T is amended by:
= 1. Revising the section heading.
= 2. Revising paragraph (d).
m The revisions read as follows:

§1.337(d)-5T Old transitional rules
imposing tax on property owned by aC
corporation that becomes property of a RIC
or REIT (temporary).

* * * * *

(d) Effective date. In the case of
carryover basis transactions involving
the transfer of property ofa C
corporation to a RIC or REIT, the
regulations apply to transactions
occurring on or after June 10, 1987, and
before January 2, 2002. In the case of a
C corporation that qualifies to be taxed
as a RIC or REIT, the regulations apply
to such qualifications that are effective
for taxable years beginning on or after
June 10, 1987, and before January 2,
2002. However, RICs and REITs that are
subject to section 1374 treatment under
this section may not rely on § 1.337(d)-
5T(b)(1), but must apply paragraphs
(c)(1)(), (c)(2)(), (c)(2)(ii), and (c)(3) of
§1.337(d)-6T, with respect to built-in
gains and losses recognized in taxable
years beginning on or after January 2,
2002. In lieu of applying this section,
taxpayers may rely on § 1.337(d)-6T to
determine the tax consequences (for all
taxable years) of any conversion
transaction. For transactions and
qualifications that occur on or after
January 2, 2002, see §1.337(d)-7T.

m Par. 3. Sections 1.337(d)—6T and
1.337(d)-7T are added immediately after
§1.337(d)-5T to read as follows:

§1.337(d)-6T New transitional rules
imposing tax on property owned by aC
corporation that becomes property of a RIC
or REIT (temporary).

(a) General Rule—(1) Property owned
by a C corporation that becomes
property of a RIC or REIT. If property
owned by a C corporation (as defined in
paragraph (a)(2)(i) of this section)
becomes the property of a RIC or REIT
(the converted property) in a conversion
transaction (as defined in paragraph
(a)(2)(ii) of this section), then deemed
sale treatment will apply as described in
paragraph (b) of this section, unless the
RIC or REIT elects section 1374
treatment with respect to the conversion
transaction as provided in paragraph (c)
of this section. See paragraph (d) of this
section for exceptions to this paragraph
(a).
(2) Definitions—(i) C corporation. For
purposes of this section, the term C
corporation has the meaning provided
in section 1361(a)(2) except that the
term does not include a RIC or REIT.

(ii) Conversion transaction. For
purposes of this section, the term
conversion transaction means the
qualification of a C corporation as a RIC
or REIT or the transfer of property
owned by a C corporation to a RIC or
REIT.

(b) Deemed Sale Treatment—(1) In
general. If property owned by a C
corporation becomes the property of a
RIC or REIT in a conversion transaction,
then the C corporation recognizes gain
and loss as if it sold the converted
property to an unrelated party at fair
market value on the deemed sale date
(as defined in paragraph (b)(3) of this
section). This paragraph (b) does not
apply if its application would result in
the recognition of a net loss. For this
purpose, net loss is the excess of
aggregate losses over aggregate gains
(including items of income), without
regard to character.

(2) Basis adjustment. If a corporation
recognizes a net gain under paragraph
(b)(1) of this section, then the converted
property has a basis in the hands of the
RIC or REIT equal to the fair market
value of such property on the deemed
sale date.

(3) Deemed sale date—(i) RIC or REIT
qualifications. If the conversion
transaction is a qualification of a C
corporation as a RIC or REIT, then the
deemed sale date is the end of the last
day of the C corporation’s last taxable
year before the first taxable year in
which it qualifies to be taxed as a RIC
or REIT.

(ii) Other conversion transactions. If
the conversion transaction is a transfer
of property owned by a C corporation to
a RIC or REIT, then the deemed sale
date is the end of the day before the day
of the transfer.

(4) Example. The rules of this
paragraph (b) are illustrated by the
following example:

Example. Deemed sale treatment on merger
into RIC. (i) X, a calendar-year taxpayer, has
qualified as a RIC since January 1, 1991. On
May 31, 1994, Y, a C corporation and
calendar-year taxpayer, transfers all of its
property to X in a transaction that qualifies
as a reorganization under section
368(a)(1)(C). X does not elect section 1374
treatment under paragraph (c) of this section
and chooses not to rely on § 1.337(d)-5T. As
a result of the transfer, Y is subject to deemed
sale treatment under this paragraph (b) on its
tax return for the short taxable year ending
May 31, 1994. On May 31, 1994, Y’s only
assets are Capital Asset, which has a fair
market value of $100,000 and a basis of
$40,000 as of the end of May 30, 1994, and
$50,000 cash. Y also has an unrestricted net
operating loss carryforward of $12,000 and
accumulated earnings and profits of $50,000.
Y has no taxable income for the short taxable
year ending May 31, 1994, other than gain
recognized under this paragraph (b). In 1997,
X sells Capital Asset for $110,000. Assume
the applicable corporate tax rate is 35%.

(ii) Under this paragraph (b), Y is treated
as if it sold the converted property (Capital
Asset and $50,000 cash) at fair market value
on May 30, 1994, recognizing $60,000 of gain
($150,000 amount realized—$90,000 basis). Y
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must report the gain on its tax return for the
short taxable year ending May 31, 1994. Y
may offset this gain with its $12,000 net
operating loss carryforward and will pay tax
of $16,800 (35% of $48,000).

(iii) Under section 381, X succeeds to Y’s
accumulated earnings and profits. Y’s
accumulated earnings and profits of $50,000
increase by $60,000 and decrease by $16,800
as a result of the deemed sale. Thus, the
aggregate amount of subchapter C earnings
and profits that must be distributed to satisfy
section 852(a)(2)(B) is $93,200 ($50,000 +
$60,000 — $16,800). X’s basis in Capital
Asset is $100,000. On X’s sale of Capital
Asset in 1997, X recognizes $10,000 of gain,
which is taken into account in computing X’s
net capital gain for purposes of section
852(b)(3).

(c) Election of section 1374 treatment—(1)
In general—(i) Property owned by a C
corporation that becomes property of a RIC
or REIT. Paragraph (b) of this section does
not apply if the RIC or REIT that was
formerly a C corporation or that acquired
property from a C corporation makes the
election described in paragraph (c)(4) of this
section. A RIC or REIT that makes such an
election will be subject to tax on the net
built-in gain in the converted property under
the rules of section 1374 and the regulations
thereunder, as modified by this paragraph (c),
as if the RIC or REIT were an S corporation.

(ii) Property subject to the rules of section
1374 owned by a RIC, REIT, or S corporation
that becomes property of a RIC or REIT. If
property subject to the rules of section 1374
owned by a RIC, a REIT, or an S corporation
(the predecessor) becomes the property of a
RIC or REIT (the successor) in a continuation
transaction, the rules of section 1374 apply
to the successor to the same extent that the
predecessor was subject to the rules of
section 1374 with respect to such property,
and the 10-year recognition period of the
successor with respect to such property is
reduced by the portion of the 10-year
recognition period of the predecessor that
expired before the date of the continuation
transaction. For this purpose, a continuation
transaction means the qualification of the
predecessor as a RIC or REIT or the transfer
of property from the predecessor to the
successor in a transaction in which the
successor’s basis in the transferred property
is determined, in whole or in part, by
reference to the predecessor’s basis in that
property.

(2) Modification of section 1374
treatment—(i) Net recognized built-in gain
for REITs—(A) Prelimitation amount. The
prelimitation amount determined as
provided in § 1.1374-2(a)(1) is reduced by
the portion of such amount, if any, that is
subject to tax under section 857(b)(4), (5), (6),
or (7). For this purpose, the amount of a
REIT’s recognized built-in gain that is subject
to tax under section 857(b)(5) is computed as
follows:

(1) Where the tax under section 857(b)(5)
is computed by reference to section
857(b)(5)(A), the amount of a REIT’s
recognized built-in gain that is subject to tax
under section 857(b)(5) is the tax imposed by
section 857(b)(5) multiplied by a fraction the
numerator of which is the amount of

recognized built-in gain (without regard to
recognized built-in loss and recognized built-
in gain from prohibited transactions) that is
not derived from sources referred to in
section 856(c)(2) and the denominator of
which is the gross income (without regard to
gross income from prohibited transactions) of
the REIT that is not derived from sources
referred to in section 856(c)(2).

(2) Where the tax under section 857(b)(5)
is computed by reference to section
857(b)(5)(B), the amount of a REIT’s
recognized built-in gain that is subject to tax
under section 857(b)(5) is the tax imposed by
section 857(b)(5) multiplied by a fraction the
numerator of which is the amount of
recognized built-in gain (without regard to
recognized built-in loss and recognized built-
in gain from prohibited transactions) that is
not derived from sources referred to in
section 856(c)(3) and the denominator of
which is the gross income (without regard to
gross income from prohibited transactions) of
the REIT that is not derived from sources
referred to in section 856(c)(3).

(B) Taxable income limitation. The taxable
income limitation determined as provided in
§1.1374-2(a)(2) is reduced by an amount
equal to the tax imposed under sections
857(b)(5), (6), and (7).

(ii) Loss carryforwards, credits and credit
carryforwards—(A) Loss carryforwards.
Consistent with paragraph (c)(1)(i) of this
section, net operating loss carryforwards and
capital loss carryforwards arising in taxable
years for which the corporation that
generated the loss was not subject to
subchapter M of chapter 1 of the Code are
allowed as a deduction against net
recognized built-in gain to the extent allowed
under section 1374 and the regulations
thereunder. Such loss carryforwards must be
used as a deduction against net recognized
built-in gain for a taxable year to the greatest
extent possible before such losses can be
used to reduce investment company taxable
income for purposes of section 852(b) or real
estate investment trust taxable income for
purposes of section 857(b) for that taxable
year.

(B) Credits and credit carryforwards.
Consistent with paragraph (c)(1)(i) of this
section, minimum tax credits and business
credit carryforwards arising in taxable years
for which the corporation that generated the
credit was not subject to subchapter M of
chapter 1 of the Internal Revenue Code are
allowed to reduce the tax imposed on net
recognized built-in gain under this paragraph
(c) to the extent allowed under section 1374
and the regulations thereunder. Such credits
and credit carryforwards must be used to
reduce the tax imposed under this paragraph
(c) on net recognized built-in gain for a
taxable year to the greatest extent possible
before such credits and credit carryforwards
can be used to reduce the tax, if any, on
investment company taxable income for
purposes of section 852(b) or on real estate
investment trust taxable income for purposes
of section 857(b) for that taxable year.

(iii) 10-year recognition period. In the case
of a conversion transaction that is a
qualification of a C corporation as a RIC or
REIT, the 10-year recognition period
described in section 1374(d)(7) begins on the

first day of the RIC’s or REIT’s first taxable
year. In the case of other conversion
transactions, the 10-year recognition period
begins on the day the property is acquired by
the RIC or REIT.

(3) Coordination with subchapter M rules—
(i) Recognized built-in gains and losses
subject to subchapter M. Recognized built-in
gains and losses of a RIC or REIT are
included in computing investment company
taxable income for purposes of section
852(b)(2), real estate investment trust taxable
income for purposes of section 857(b)(2),
capital gains for purposes of sections
852(b)(3) and 857(b)(3), gross income derived
from sources within any foreign country or
possession of the United States for purposes
of section 853, and the dividends paid
deduction for purposes of sections
852(b)(2)(D), 852(b)(3)(A), 857(b)(2)(B), and
857(b)(3)(A).

(ii) Treatment of tax imposed. The amount
of tax imposed under this paragraph (c) on
net recognized built-in gain for a taxable year
is treated as a loss sustained by the RIC or
the REIT during such taxable year. The
character of the loss is determined by
allocating the tax proportionately (based on
recognized built-in gain) among the items of
recognized built-in gain included in net
recognized built-in gain. With respect to
RICs, the tax imposed under this paragraph
(c) on net recognized built-in gain is treated
as attributable to the portion of the RIC’s
taxable year occurring after October 31.

(4) Making the section 1374 election—(i) In
general. A RIC or REIT makes a section 1374
election with the following statement:
“[Insert name and employer identification
number of electing RIC or REIT] elects under
§1.337-6T(c) to be subject to the rules of
section 1374 and the regulations thereunder
with respect to its property that formerly was
held by a C corporation, [insert name and
employer identification number of the C
corporation, if different from name and
employer identification number of the RIC or
REIT].” However, a RIC or REIT need not file
an election under this paragraph (c), but will
be deemed to have made such an election if
it can demonstrate that it informed the IRS
prior to January 2, 2002, of its intent to make
a section 1374 election. An election under
this paragraph (c) is irrevocable.

(ii) Time for making the election. An
election under this paragraph (c) may be filed
by the RIC or REIT with any Federal income
tax return filed by the RIC or REIT on or
before March 15, 2003, provided that the RIC
or REIT has reported consistently with such
election for all periods.

(5) Example. The rules of this paragraph (c)
are illustrated by the following example:

Example. Section 1374 treatment on REIT
election. (i) X, a C corporation that is a
calendar-year taxpayer, elects to be taxed as
a REIT on its 1994 tax return, which it files
on March 15, 1995. As a result, X is a REIT
for its 1994 taxable year and would be subject
to deemed sale treatment under paragraph (b)
of this section but for X’s timely election of
section 1374 treatment under this paragraph
(c). X chooses not to rely on §1.337(d)-5T.
As of the beginning of the 1994 taxable year,
X’s property consisted of Real Property,
which is not section 1221(a)(1) property and
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which had a fair market value of $100,000
and an adjusted basis of $80,000, and
$25,000 cash. X also had accumulated
earnings and profits of $25,000, unrestricted
net operating loss carryforwards of $3,000,
and unrestricted business credit
carryforwards of $2,000. On July 1, 1997, X
sells Real Property for $110,000. For its 1997
taxable year, X has net income other than
recognized built-in gain. Assume the highest
corporate tax rate is 35%.

(ii) Upon its election to be taxed as a REIT,
X retains its $80,000 basis in Real Property
and its $25,000 accumulated earnings and
profits. X retains its $3,000 of net operating
loss carryforwards and its $2,000 of business
credit carryforwards. To satisfy section
857(a)(2)(B), X must distribute $25,000, an
amount equal to its earnings and profits
accumulated in non-REIT years, to its
shareholders by the end of its 1994 taxable
year.

(iii) Upon X’s sale of Real Property in 1997,
X recognizes gain of $30,000 ($110,000—
$80,000). X’s recognized built-in gain for
purposes of applying section 1374 is $20,000
($100,000 fair market value as of the
beginning of X’s first taxable year as a REIT—
$80,000 basis). Because X has net income
other than recognized built-in gain for its
1997 taxable year, the taxable income
limitation does not apply. X, therefore, has
$20,000 net recognized built-in gain for the
year. Assuming that X has not used its $3,000
of net operating loss carryforwards in a prior
taxable year and that their use is allowed
under section 1374(b)(2) and § 1.1374-5, X is
allowed a $3,000 deduction against the
$20,000 net recognized built-in gain. X
would owe tax of $5,950 (35% of $17,000) on
its net recognized built-in gain, except that X
may use its $2,000 of business credit
carryforwards to reduce this tax, assuming
that X has not used the credit carryforwards
in a prior taxable year and that their use is
allowed under section 1374(b)(3) and
§1.1374—6. Thus, X owes tax of $3,950 under
this paragraph (c). For purposes of
subchapter M, X’s earnings and profits for the
year increase by $26,050 ($30,000 capital
gain on the sale of Real Property—$3,950 tax
under this paragraph (c)).

(iv) To compute X’s net capital gain for
purposes of section 857(b)(3) for the taxable
year, the $20,000 of net recognized built-in
gain less the $3,950 of tax imposed on that
gain is added to X’s capital gain (or loss), if
any, that is not recognized built-in gain (or
loss).

(d) Exceptions—(1) Gain otherwise
recognized. Paragraph (a) of this section
does not apply to any conversion
transaction to the extent that gain or loss
otherwise is recognized on such
conversion transaction. See, for
example, sections 336, 351(b), 356,
357(c), 367, and 1001.

(2) Re-election of RIC or REIT status—
(i) Generally. Except as provided in
paragraphs (d)(2)(ii) and (iii) of this
section, paragraph (a)(1) of this section
does not apply to any corporation that—

(A) Immediately prior to qualifying to
be taxed as a RIC or REIT was subject

to tax as a C corporation for a period not
exceeding two taxable years; and

(B) Immediately prior to being subject
to tax as a C corporation was subject to
tax as a RIC or REIT for a period of at
least one taxable year.

(ii) Property acquired from another
corporation while a C corporation. The
exception described in paragraph
(d)(2)(i) of this section does not apply to
property acquired by the corporation
while it was subject to tax as a C
corporation from another corporation
(whether or not a C corporation) in a
transaction that results in the acquirer’s
basis in the property being determined
by reference to a C corporation’s basis
in the property.

(iii) RICs and REITs previously subject
to section 1374 treatment. If the RIC or
REIT had property subject to paragraph
(c) of this section before the RIC or REIT
became subject to tax as a C corporation
as described in paragraph (d)(2)(i) of
this section, then paragraph (c) of this
section applies to the RIC or REIT upon
its requalification as a RIC or REIT,
except that the 10-year recognition
period with respect to such property is
reduced by the portion of the 10-year
recognition period that expired before
the RIC or REIT became subject to tax
as a C corporation and by the period of
time that the corporation was subject to
tax as a C corporation.

(e) Effective date. This section applies
to conversion transactions that occur on
or after June 10, 1987, and before
January 2, 2002. In lieu of applying this
section, taxpayers generally may apply
§1.337(d)-5T to determine the tax
consequences (for all taxable years) of
any conversion transaction that occurs
on or after June 10, 1987 and before
January 2, 2002, except that RICs and
REITs that are subject to section 1374
treatment with respect to a conversion
transaction may not rely on § 1.337(d)—
5T(b)(1), but must apply paragraphs
(c)(1)(), (c)(2)(), (c)(2)(ii), and (c)(3) of
this section, with respect to built-in
gains and losses recognized in taxable
years beginning on or after January 2,
2002. Taxpayers are not prevented from
relying on § 1.337(d)-5T merely because
they elect section 1374 treatment in the
manner described in paragraph (c)(4) of
this section instead of in the manner
described in §1.337(d)-5T(b)(3) and (c).
For conversion transactions that occur
on or after January 2, 2002, see
§1.337(d)-7T. This section expires on
December 31, 2004.

§1.337(d)-7T Tax on property owned by a
C corporation that becomes property of a
RIC or REIT (temporary).

(a) General Rule—(1) Property owned
by a C corporation that becomes

property of a RIC or REIT. If property
owned by a C corporation (as defined in
paragraph (a)(2)(i) of this section)
becomes the property of a RIC or REIT
(the converted property) in a conversion
transaction (as defined in paragraph
(a)(2)(ii) of this section), then section
1374 treatment will apply as described
in paragraph (b) of this section, unless
the C corporation elects deemed sale
treatment with respect to the conversion
transaction as provided in paragraph (c)
of this section. See paragraph (d) of this
section for exceptions to this paragraph
(a).

(2) Definitions—(i) C corporation. For
purposes of this section, the term C
corporation has the meaning provided
in section 1361(a)(2) except that the
term does not include a RIC or REIT.

(ii) Conversion transaction. For
purposes of this section, the term
conversion transaction means the
qualification of a C corporation as a RIC
or REIT or the transfer of property
owned by a C corporation to a RIC or
REIT.

(b) Section 1374 treatment—(1) In
general—(i) Property owned by a C
corporation that becomes property of a
RIC or REIT. If property owned by a C
corporation becomes the property of a
RIC or REIT in a conversion transaction,
then the RIC or REIT will be subject to
tax on the net built-in gain in the
converted property under the rules of
section 1374 and the regulations
thereunder, as modified by this
paragraph (b), as if the RIC or REIT were
an S corporation.

(ii) Property subject to the rules of
section 1374 owned by a RIC, REIT, or
S corporation that becomes property of
a RIC or REIT. If property subject to the
rules of section 1374 owned by a RIC,

a REIT, or an S corporation (the
predecessor) becomes the property of a
RIC or REIT (the successor) in a
continuation transaction, the rules of
section 1374 apply to the successor to
the same extent that the predecessor
was subject to the rules of section 1374
with respect to such property, and the
10-year recognition period of the
successor with respect to such property
is reduced by the portion of the 10-year
recognition period of the predecessor
that expired before the date of the
continuation transaction. For this
purpose, a continuation transaction
means the qualification of the
predecessor as a RIC or REIT or the
transfer of property from the
predecessor to the successor in a
transaction in which the successor’s
basis in the transferred property is
determined, in whole or in part, by
reference to the predecessor’s basis in
that property.
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(2) Modification of section 1374
treatment—(i) Net recognized built-in
gain for REITs—(A) Prelimitation
amount. The prelimitation amount
determined as provided in §1.1374—
2(a)(1) is reduced by the portion of such
amount, if any, that is subject to tax
under section 857(b)(4), (5), (6), or (7).
For this purpose, the amount of a REIT’s
recognized built-in gain that is subject
to tax under section 857(b)(5) is
computed as follows:

(1) Where the tax under section
857(b)(5) is computed by reference to
section 857(b)(5)(A), the amount of a
REIT’s recognized built-in gain that is
subject to tax under section 857(b)(5) is
the tax imposed by section 857(b)(5)
multiplied by a fraction the numerator
of which is the amount of recognized
built-in gain (without regard to
recognized built-in loss and recognized
built-in gain from prohibited
transactions) that is not derived from
sources referred to in section 856(c)(2)
and the denominator of which is the
gross income (without regard to gross
income from prohibited transactions) of
the REIT that is not derived from
sources referred to in section 856(c)(2).

(2) Where the tax under section
857(b)(5) is computed by reference to
section 857(b)(5)(B), the amount of a
REIT’s recognized built-in gain that is
subject to tax under section 857(b)(5) is
the tax imposed by section 857(b)(5)
multiplied by a fraction the numerator
of which is the amount of recognized
built-in gain (without regard to
recognized built-in loss and recognized
built-in gain from prohibited
transactions) that is not derived from
sources referred to in section 856(c)(3)
and the denominator of which is the
gross income (without regard to gross
income from prohibited transactions) of
the REIT that is not derived from
sources referred to in section 856(c)(3).

(B) Taxable income limitation. The
taxable income limitation determined as
provided in § 1.1374-2(a)(2) is reduced
by an amount equal to the tax imposed
under section 857(b)(5), (6), and (7).

(ii) Loss carryforwards, credits and
credit carryforwards—(A) Loss
carryforwards. Consistent with
paragraph (b)(1)(i) of this section, net
operating loss carryforwards and capital
loss carryforwards arising in taxable
years for which the corporation that
generated the loss was not subject to
subchapter M of chapter 1 of the Code
are allowed as a deduction against net
recognized built-in gain to the extent
allowed under section 1374 and the
regulations thereunder. Such loss
carryforwards must be used as a
deduction against net recognized built-
in gain for a taxable year to the greatest

extent possible before such losses can be
used to reduce investment company
taxable income for purposes of section
852(b) or real estate investment trust
taxable income for purposes of section
857(b) for that taxable year.

(B) Credits and credit carryforwards.
Consistent with paragraph (b)(1)(i) of
this section, minimum tax credits and
business credit carryforwards arising in
taxable years for which the corporation
that generated the credit was not subject
to subchapter M of chapter 1 of the
Internal Revenue Code are allowed to
reduce the tax imposed on net
recognized built-in gain under this
paragraph (b) to the extent allowed
under section 1374 and the regulations
thereunder. Such credits and credit
carryforwards must be used to reduce
the tax imposed under this paragraph
(b) on net recognized built-in gain for a
taxable year to the greatest extent
possible before such credits and credit
carryforwards can be used to reduce the
tax, if any, on investment company
taxable income for purposes of section
852(b) or on real estate investment trust
taxable income for purposes of section
857(b) for that taxable year.

(iii) 10-year recognition period. In the
case of a conversion transaction that is
a qualification of a C corporation as a
RIC or REIT, the 10-year recognition
period described in section 1374(d)(7)
begins on the first day of the RIC’s or
REIT’s first taxable year. In the case of
other conversion transactions, the 10-
year recognition period begins on the
day the property is acquired by the RIC
or REIT.

(3) Coordination with subchapter M
rules—(i) Recognized built-in gains and
losses subject to subchapter M.
Recognized built-in gains and losses of
a RIC or REIT are included in
computing investment company taxable
income for purposes of section
852(b)(2), real estate investment trust
taxable income for purposes of section
857(b)(2), capital gains for purposes of
sections 852(b)(3) and 857(b)(3), gross
income derived from sources within any
foreign country or possession of the
United States for purposes of section
853, and the dividends paid deduction
for purposes of sections 852(b)(2)(D),
852(b)(3)(A), 857(b)(2)(B), and
857(b)(3)(A).

(ii) Treatment of tax imposed. The
amount of tax imposed under this
paragraph (b) on net recognized built-in
gain for a taxable year is treated as a loss
sustained by the RIC or the REIT during
such taxable year. The character of the
loss is determined by allocating the tax
proportionately (based on recognized
built-in gain) among the items of
recognized built-in gain included in net

recognized built-in gain. With respect to
RICs, the tax imposed under this
paragraph (b) on net recognized built-in
gain is treated as attributable to the
portion of the RIC’s taxable year
occurring after October 31.

(4) Example. The rules of this
paragraph (b) are illustrated by the
following example:

Example. Section 1374 treatment on REIT
election. (i) X, a C corporation that is a
calendar-year taxpayer, elects to be taxed as
a REIT on its 2004 tax return, which it files
on March 15, 2005. As a result, X is a REIT
for its 2004 taxable year and is subject to
section 1374 treatment under this paragraph
(b). X does not elect deemed sale treatment
under paragraph (c) of this section. As of the
beginning of the 2004 taxable year, X’s
property consisted of Real Property, which is
not section 1221(a)(1) property and which
had a fair market value of $100,000 and an
adjusted basis of $80,000, and $25,000 cash.
X also had accumulated earnings and profits
of $25,000, unrestricted net operating loss
carryforwards of $3,000, and unrestricted
business credit carryforwards of $2,000. On
July 1, 2007, X sells Real Property for
$110,000. For its 1997 taxable year, X has net
income other than recognized built-in gain.
Assume the highest corporate tax rate is 35%.

(ii) Upon its election to be taxed as a REIT,
X retains its $80,000 basis in Real Property
and its $25,000 accumulated earnings and
profits. X retains its $3,000 of net operating
loss carryforwards and its $2,000 of business
credit carryforwards. To satisfy section
857(a)(2)(B), X must distribute $25,000, an
amount equal to its earnings and profits
accumulated in non-REIT years, to its
shareholders by the end of its 2004 taxable
year.

(iii) Upon X’s sale of Real Property in 2007,
X recognizes gain of $30,000 ($110,000—
$80,000). X’s recognized built-in gain for
purposes of applying section 1374 is $20,000
($100,000 fair market value as of the
beginning of X’s first taxable year as a REIT—
$80,000 basis). Because X has net income
other than recognized built-in gain for its
2007 taxable year, the taxable income
limitation does not apply. X, therefore, has
$20,000 net recognized built-in gain for the
year. Assuming that X has not used its $3,000
of net operating loss carryforwards in a prior
taxable year and that their use is allowed
under section 1374(b)(2) and § 1.1374-5, X is
allowed a $3,000 deduction against the
$20,000 net recognized built-in gain. X
would owe tax of $5,950 (35% of $17,000) on
its net recognized built-in gain, except that X
may use its $2,000 of business credit
carryforwards to reduce the tax, assuming
that X has not used the credit carryforwards
in a prior taxable year and that their use is
allowed under section 1374(b)(3) and
§1.1374-6. Thus, X owes tax of $3,950 under
this paragraph (b). For purposes of
subchapter M, X’s earnings and profits for the
year increase by $26,050 ($30,000 capital
gain on the sale of Real Property—$3,950 tax
under this paragraph (b)).

(iv) To compute X’s net capital gain for
purposes of section 857(b)(3) for the taxable
year, the $20,000 of net recognized built-in
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gain less the $3,950 of tax imposed on that
gain is added to X’s capital gain (or loss), if
any, that is not recognized built-in gain (or
loss).

(c) Election of deemed sale
treatment—(1) In general. Paragraph (b)
of this section does not apply if the C
corporation that qualifies as a RIC or
REIT or transfers property to a RIC or
REIT makes the election described in
paragraph (c)(5) of this section. A C
corporation that makes such an election
recognizes gain and loss as if it sold the
converted property to an unrelated party
at fair market value on the deemed sale
date (as defined in paragraph (c)(3) of
this section). See paragraph (c)(4) of this
section concerning limitations on the
use of loss in computing gain. This
paragraph (c) does not apply if its
application would result in the
recognition of a net loss. For this
purpose, net loss is the excess of
aggregate losses over aggregate gains
(including items of income), without
regard to character.

(2) Basis adjustment. If a corporation
recognizes a net gain under paragraph
(c)(1) of this section, then the converted
property has a basis in the hands of the
RIC or REIT equal to the fair market
value of such property on the deemed
sale date.

(3) Deemed sale date—(i) RIC or REIT
qualifications. If the conversion
transaction is a qualification of a C
corporation as a RIC or REIT, then the
deemed sale date is the end of the last
day of the C corporation’s last taxable
year before the first taxable year in
which it qualifies to be taxed as a RIC
or REIT.

(ii) Other conversion transactions. If
the conversion transaction is a transfer
of property owned by a C corporation to
a RIC or REIT, then the deemed sale
date is the end of the day before the day
of the transfer.

(4) Anti-stuffing rule. A C corporation
must disregard converted property in
computing gain or loss recognized on
the conversion transaction under this
paragraph (c), if—

(i) The converted property was
acquired by the C corporation in a
transaction to which section 351
applied or as a contribution to capital;

(ii) Such converted property had an
adjusted basis immediately after its
acquisition by the C corporation in
excess of its fair market value on the
date of acquisition; and

(iii) The acquisition of such converted
property by the C corporation was part
of a plan a principal purpose of which
was to reduce gain recognized by the C
corporation in connection with the
conversion transaction. For purposes of

this paragraph (c)(4), the principles of
section 336(d)(2) apply.

(5) Making the deemed sale election.
A C corporation makes the deemed sale
election with the following statement:
“[Insert name and employer
identification number of electing
corporation] elects deemed sale
treatment under § 1.337(d)-7T(c) with
respect to its property that was
converted to property of, or transferred
to, a RIC or REIT, [insert name and
employer identification number of the
RIC or REIT, if different from the name
and employer identification number of
the C corporation].” This statement
must be attached to the Federal income
tax return of the C corporation for the
taxable year in which the deemed sale
occurs. An election under this
paragraph (c) is irrevocable.

(6) Examples. The rules of this
paragraph (c) are illustrated by the
following examples:

Example 1. Deemed sale treatment on
merger into RIC. (i) X, a calendar-year
taxpayer, has qualified as a RIC since January
1, 2001. On May 31, 2004, Y, a C corporation
and calendar-year taxpayer, transfers all of its
property to X in a transaction that qualifies
as a reorganization under section
368(a)(1)(C). As a result of the transfer, Y
would be subject to section 1374 treatment
under paragraph (b) of this section but for its
timely election of deemed sale treatment
under this paragraph (c). As a result of such
election, Y is subject to deemed sale
treatment on its tax return for the short
taxable year ending May 31, 2004. On May
31, 2004, Y’s only assets are Capital Asset,
which has a fair market value of $100,000
and a basis of $40,000 as of the end of May
30, 2004, and $50,000 cash. Y also has an
unrestricted net operating loss carryforward
of $12,000 and accumulated earnings and
profits of $50,000. Y has no taxable income
for the short taxable year ending May 31,
2004, other than gain recognized under this
paragraph (c). In 2007, X sells Capital Asset
for $110,000. Assume the applicable
corporate tax rate is 35%.

(ii) Under this paragraph (c), Y is treated
as if it sold the converted property (Capital
Asset and $50,000 cash) at fair market value
on May 30, 2004, recognizing $60,000 of gain
($150,000 amount realized — $90,000 basis). Y
must report the gain on its tax return for the
short taxable year ending May 31, 2004. Y
may offset this gain with its $12,000 net
operating loss carryforward and will pay tax
of $16,800 (35% of $48,000).

(iii) Under section 381, X succeeds to Y’s
accumulated earnings and profits. Y’s
accumulated earnings and profits of $50,000
increase by $60,000 and decrease by $16,800
as a result of the deemed sale. Thus, the
aggregate amount of subchapter C earnings
and profits that must be distributed to satisfy
section 852(a)(2)(B) is $93,200 ($50,000 +
$60,000 — $16,800). X’s basis in Capital
Asset is $100,000. On X’s sale of Capital
Asset in 2007, X recognizes $10,000 of gain
which is taken into account in computing X’s

net capital gain for purposes of section
852(b)(3).

Example 2. Loss limitation. (i) Assume the
facts are the same as those described in
Example 1, but that, prior to the
reorganization, a shareholder of Y
contributed to Y a capital asset, Capital Asset
2, which has a fair market value of $10,000
and a basis of $20,000, in a section 351
transaction.

(ii) Assuming that Y’s acquisition of
Capital Asset 2 was made pursuant to a plan
a principal purpose of which was to reduce
the amount of gain that Y would recognize
in connection with the conversion
transaction, Capital Asset 2 would be
disregarded in computing the amount of Y’s
net gain on the conversion transaction.

(d) Exceptions—(1) Gain otherwise
recognized. Paragraph (a) of this section
does not apply to any conversion
transaction to the extent that gain or loss
otherwise is recognized on such
conversion transaction. See, for
example, sections 336, 351(b), 356,
357(c), 367, and 1001.

(2) Re-election of RIC or REIT status—
(i) Generally. Except as provided in
paragraphs (d)(2)(ii) and (d)(2)(iii) of
this section, paragraph (a)(1) of this
section does not apply to any
corporation that—

(A) Immediately prior to qualifying to
be taxed as a RIC or REIT was subject
to tax as a G corporation for a period not
exceeding two taxable years; and

(B) Immediately prior to being subject
to tax as a C corporation was subject to
tax as a RIC or REIT for a period of at
least one taxable year.

(ii) Property acquired from another
corporation while a C corporation. The
exception described in paragraph
(d)(2)(i) of this section does not apply to
property acquired by the corporation
while it was subject to tax as a C
corporation from another corporation
(whether or not a C corporation) in a
transaction that results in the acquirer’s
basis in the property being determined
by reference to a C corporation’s basis
in the property.

(iii) RICs and REITs previously subject
to section 1374 treatment. If the RIC or
REIT had property subject to paragraph
(b) of this section before the RIC or REIT
became subject to tax as a C corporation
as described in paragraph (d)(2)(i) of
this section, then paragraph (b) of this
section applies to the RIC or REIT upon
its requalification as a RIC or REIT,
except that the 10-year recognition
period with respect to such property is
reduced by the portion of the 10-year
recognition period that expired before
the RIC or REIT became subject to tax
as a C corporation and by the period of
time that the corporation was subject to
tax as a C corporation.
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(e) Special rule for partnerships. The
principles of this section apply to
property transferred by a partnership to
a RIC or REIT to the extent of any C
corporation partner’s proportionate
share of the transferred property. For
example, if a C corporation owns a 20
percent interest in a partnership and
that partnership contributes an asset to
a REIT in a section 351 transaction, then
the partnership shall be treated as a C
corporation with respect to 20 percent
of the asset contributed to the REIT. If
the partnership were to elect deemed
sale treatment under paragraph (c) of
this section with respect to such
transfer, then any gain recognized by the
partnership on the deemed sale must be
specially allocated to the C corporation
partner.

(f) Effective date. This section applies
to conversion transactions that occur on
or after January 2, 2002. For conversion
transactions that occurred on or after
June 10, 1987 and before January 2,
2002, see §1.337(d)-5T and §1.337(d)-
6T. This section expires on December
31, 2004.

PART 602—OMB CONTROL NUMBERS
UNDER THE PAPERWORK
REDUCTION ACT

= Par. 4. The authority citation for part
602 continues to read as follows:
Authority: 26 U.S.C. 7805.

= Par. 5.In §602.101, paragraph (b) is
amended by adding an entry in
numerical order to the table to read as
follows:

§602.101 OMB Control numbers.

* * * * *

(b)* L

CFR part or section where Current OMB

identified or described control No.
1.337(d)—6T .evevreeeveieeeieen. 1545-1672
1.337(d)=7T e 1545-1672
* * * * *

Approved: December 20, 2001.
Robert E. Wenzel,
Deputy Commissioner of Internal Revenue.
Mark Weinberger,
Assistant Secretary of the Treasury.
[FR Doc. 01-31969 Filed 12-31-01; 8:45 am]|
BILLING CODE 4830-01-P

DEPARTMENT OF TRANSPORTATION

Coast Guard

33 CFR Part 110

[CGD09-01-122]

RIN 2115-AA98

Special Anchorage Area: Henderson
Harbor, NY

AGENCY: Coast Guard, DOT.
ACTION: Final rule; request for additional
comments.

SUMMARY: The purpose of this document
is to solicit comments on the
appropriate size of the Henderson
Harbor Special Anchorage Area. On
March 7, 2000, the Coast Guard
published a final rule that substantially
increased the size of the special
anchorage area. Due to concerns from
the local community, the Coast Guard is
soliciting additional comments
regarding the appropriate size of the
Special Anchorage Area.

DATES: Comments must be received by
April 2, 2002.

ADDRESSES: You may mail comments to
Commander (mco—1), Ninth Coast
Guard District, 1240 E. Ninth Street,
Cleveland, Ohio 44199-2060, or deliver
them to room 2069 at the same address
between 9 a.m. and 2 p.m., Monday
through Friday, except Federal holidays.
The telephone number is (216) 902—
6056.

The Ninth Coast Guard District
Marine Safety Office maintains the
public docket. Comments, and
documents indicated in this preamble,
will become part of this docket and will
be available for inspection or copying at
room 2069, Ninth Coast Guard District,
between 9 a.m. and 2 p.m., Monday
through Friday, except Federal holidays.
FOR FURTHER INFORMATION CONTACT:
Commander Ronald Branch, Chief,
Marine Safety Compliance Operations
Branch, Ninth Coast Guard District
Marine Safety Office, 1240 E. Ninth
Street, Cleveland, Ohio 44199-2060.
The phone number is (216) 902—6056.
SUPPLEMENTARY INFORMATION:

Request for Comments

The Coast Guard encourages
interested persons to submit data,
views, or arguments. Persons submitting
comments should include their names
and addresses, identify this docket
(CGD09-01-122) and the specific
section of this document to which each
comment applies, and give the reason
for each comment. Please submit two
copies of all comments and attachments
in an unbound format, no larger than

8V2 by 11 inches, suitable for copying
and electronic filing. Persons wanting
acknowledgment of receipt of comments
should enclose stamped, self-addressed
postcards or envelopes.

Background Information

The Coast Guard published a Notice
of Proposed Rulemaking (NPRM) in the
Federal Register on November 5, 1999
(64 FR 60399). During the comment
period for the NPRM, the Coast Guard
received several positive comments
from the community regarding the
proposed enlargement of the anchorage
area. Following the close of the
comment period on January 4, 2000, the
Coast Guard published a final rule in
the Federal Register on March 7, 2000
(65 FR 11892).

The final rule extended anchorage
area A approximately 1000 feet while
keeping the width approximately the
same as the existing anchorage area. The
additional anchorage area was requested
to compensate for the loss of safe
anchorage area due to lower water
levels. Since vessels must request
permission from the Henderson Harbor
Town Harbormaster before anchoring or
mooring in the special anchorage area,
the additional area gave the Town
Harbormaster increased deepwater areas
in which to direct vessels for safe
anchorage.

The Coast Guard has received letters
and requests from members of the
community, as well as town leaders,
indicating that they would like to see an
additional change to the anchorage area.
Persons submitting comments should do
as directed under request for comments
above, and reply to the following
specific suggested anchorage areas.
Form letters simply citing anecdotal
evidence or stating support for or
opposition to regulations, without
providing substantive data or arguments
do not supply support for regulations.
The following two options are being
considered:

1. Continue To Use Current Enlarged
Anchorage Area

(a) Area A. The area in the southern
portion of Henderson Harbor west of the
Henderson Harbor Yacht Club bounded
by a line beginning at latitude 43°51’
08.8" N, longitude 76°12' 08.9" W,
thence to 43°51'09.0 N, 76°12.19.0 W,
thence to 43°51'33.4" N, 76°12'19.0" W,
thence to 43°51'33.4" N, 76°12'09.6" W,
thence to the point of the beginning.
These coordinates are based upon North
American Datum 1983 (NAD 83).

(b) Area B. The area in the southern
portion of Henderson Harbor north of
Graham Creek Entrance Light bounded
by a line beginning at latitude
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43°51'21.8" N, longitude 76°11'58.2" W,
thence to latitude 43°51'21.7" N,
longitude 76°12'05.5" W, thence to
latitude 43°51'33.4" N, longitude
76°12'06.2" W, thence to latitude
43°51'33.6" N, longitude 76°12'00.8" W,
thence to the point of the beginning. All
nautical positions are based on North
American Datum 1983 (NAD 83).

2. Revert Anchorage Area A Back to
Previous Smaller Size

(a) Area A. The area in the southern
portion of Henderson Harbor west of the
Henderson Harbor Yacht club bounded
by a line beginning at 43°51'08.8' N,
76°12'08.9" W, thence to 43°51'09.0" N,
76°12'19.0" W, thence to 43°51'23.8" N,
76°12'19.0 W, thence to 43°51'23.8" N,
76°12'09.6" W, and then back to the
beginning. These coordinates are based
upon North American Datum 1983
(NAD 83).

(b) Area B. The area in the southern
portion of Henderson Harbor north of
Graham Creek Entrance Light bounded
by a line beginning at latitude
43°51'21.8" N, longitude 76°11'58.2" W,
thence to latitude 43°51'21.7" N,
longitude 76°12'05.5" W, thence to
latitude 43°51'33.4" N, longitude
76°12'06.2" W, thence to latitude
43°51'33.6" N, longitude 76°12'00.8" W,
thence to the point of the beginning. All
nautical positions are based on North
American Datum 1983 (NAD 83).

Dated: December 17, 2001.
James D. Hull,

Rear Admiral, U.S. Coast Guard, Commander,
Ninth Coast Guard District.

[FR Doc. 01-32042 Filed 12—31-01; 8:45 am]
BILLING CODE 4910-15-P

ENVIRONMENTAL PROTECTION
AGENCY

40 CFR Part 52
[CA 252-0312c; FRL-7118-3]

Interim Final Determination That State
Has Corrected the Deficiency

AGENCY: Environmental Protection
Agency (EPA).
ACTION: Interim final determination.

SUMMARY: Elsewhere in today’s Federal
Register, EPA has published a direct
final rulemaking fully approving
revisions to the California State
Implementation Plan. The revisions
concern Mojave Desert Air Quality
Management rule 1161. EPA has also
published a proposed rulemaking to
provide the public with an opportunity
to comment on EPA’s action. If a person
submits adverse comments on EPA’s

direct final action, EPA will withdraw

its direct final rule and will consider

any comments received before taking
final action on the State’s submittal.

Based on the proposal, EPA is making

an interim final determination by this

action that the State has corrected the
deficiency for which a sanctions clock
began on May 11, 2000. This action will
defer the imposition of the offset and
highway sanctions. Although this action
is effective upon publication, EPA will
take comment. If no comments are
received on EPA’s approval of the

State’s submittal, the direct final action

published in today’s Federal Register

will also finalize EPA’s determination
that the State has corrected the
deficiency that started the sanctions
clock. If comments are received on

EPA’s approval and this interim final

action, EPA will publish a final notice

taking into consideration any comments
received.

DATES: This action becomes effective

January 2, 2002. Comments must be

received by February 1, 2002.

ADDRESSES: Written comments must be

submitted to Andrew Steckel,

Rulemaking Section (AIR-4), Air

Division, U.S. Environmental Protection

Agency, Region IX, 75 Hawthorne

Street, San Francisco, CA 94105.

Copies of the rule revisions and EPA’s
evaluation report are available for
public inspection at EPA’s Region IX
office during normal business hours.
Copies of the submitted rule revisions
are available for inspection at the
following locations:

U.S. Environmental Protection Agency,
Region IX, Rulemaking Office (AIR-
4), Air Division, 75 Hawthorne Street,
San Francisco, CA 94105

California Air Resources Board,
Stationary Source Division, Rule
Evaluation Section, 2020 “L” Street,
Sacramento, CA 95812.

Mohave Desert Air Quality Management
District, 14306 Park Avenue,
Victorville, CA 92392

FOR FURTHER INFORMATION CONTACT:

Charnjit Bhullar, Rulemaking Office,

AIR-4, Air Division, U.S.

Environmental Protection Agency,

Region IX, 75 Hawthorne Street, San

Francisco, CA 94105, Telephone: (415)

972-3960

SUPPLEMENTARY INFORMATION:

I. Background

On June 29, 1995, the State submitted
MDAQMD Rule 1161, for which EPA
published a limited disapproval in the
Federal Register on May 11, 2000. 65
FR 11674. EPA’s disapproval action
started an 18-month clock for the
imposition of one sanction (followed by

a second sanction 6 months later) and
a 24-month clock for promulgation of a
Federal Implementation Plan (FIP). The
State subsequently submitted a revised
version of this rule on November 8,
2001. EPA is taking direct final action
on this submittal pursuant to its
modified direct final policy set forth at
59 FR 24054 (May 10, 1994). In the
Rules section of today’s Federal
Register, EPA has issued a direct final
full approval of the State of California’s
submittal of MDAQMD Rule 1161. In
addition, in the Proposed Rules section
of today’s Federal Register, EPA has
proposed full approval of the State’s
submittal.

Based on the proposal set forth in
today’s Federal Register, EPA believes
that it is more likely than not that the
State has corrected the original
disapproval deficiencies. Therefore,
EPA is taking this final rulemaking
action, effective on publication, finding
that the State has corrected the
deficiencies. However, EPA is also
providing the public with an
opportunity to comment on this final
action. If, based on any comments on
this action and any comments on EPA’s
proposed full approval of the State’s
submittal, EPA determines that the
State’s submittal is not fully approvable
and this final action was inappropriate,
EPA will either propose or take final
action finding that the State has not
corrected the original disapproval
deficiencies. As appropriate, EPA will
also issue an interim final determination
or a final determination that the
deficiencies have been corrected.

This action does not stop the
sanctions clock that started for this area
on May 11, 2000. However, this action
will defer the imposition of the offset
and highway sanctions. If EPA’s direct
final action fully approving the State’s
submittal becomes effective, such action
will permanently stop the sanctions
clock and will permanently lift any
imposed, stayed or deferred sanctions. If
EPA must withdraw the direct final
action based on adverse comments and
EPA subsequently determines that the
State, in fact, did not correct the
disapproval deficiencies, EPA will also
determine that the State did not correct
the deficiency and the sanctions
consequences described in the sanctions
rule will apply.

II. EPA Action

EPA is taking interim final action
finding that the State has corrected the
disapproval deficiency that started the
sanctions clock. Based on this action,
imposition of the offset and highway
sanctions will be deferred until EPA’s
direct final action fully approving the
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State’s submittal becomes effective or
until EPA takes action proposing or
finally disapproving in whole or part
the State submittal. If EPA’s direct final
action fully approving the State
submittal becomes effective, at that time
any sanctions clocks will be
permanently stopped and any imposed
sanctions will be permanently lifted.
Because EPA has preliminarily
determined that the State has an
approvable plan, relief from sanctions
should be provided as quickly as
possible. Therefore, EPA is invoking the
good cause exception to the 30-day
notice requirement of the
Administrative Procedure Act because
the purpose of this notice is to relieve
a restriction. See 5 U.S.C. 553(d)(1).

III. Administrative Requirements

Under Executive Order 12866 (58 FR
51735, October 4, 1993), this action is
not a “significant regulatory action” and
therefore is not subject to review by the
Office of Management and Budget. For
this reason, this action is also not
subject to Executive Order 32111,
“Actions Concerning Regulations That
Significantly Affect Energy Supply,
Distribution, or Use” (66 FR 28355, May
22, 2001). This action merely approves
state law as meeting federal
requirements and imposes no additional
requirements beyond those imposed by
state law. Accordingly, the
Administrator certifies that this rule
will not have a significant economic
impact on a substantial number of small
entities under the Regulatory Flexibility
Act (5 U.S.C. 601 et seq.). Because this
rule approves pre-existing requirements
under state law and does not impose
any additional enforceable duty beyond
that required by state law, it does not
contain any unfunded mandate or
significantly or uniquely affect small
governments, as described in the
Unfunded Mandates Reform Act of 1995
(Public Law 104—4).

This rule also does not have tribal
implications because it will not have a
substantial direct effect on one or more
Indian tribes, on the relationship
between the Federal Government and
Indian tribes, or on the distribution of
power and responsibilities between the
Federal Government and Indian tribes,
as specified by Executive Order 13175
(65 FR 67249, November 9, 2000). This
action also does not have Federalism
implications because it does not have
substantial direct effects on the States,
on the relationship between the national
government and the States, or on the
distribution of power and
responsibilities among the various
levels of government, as specified in
Executive Order 13132 (64 FR 43255,

August 10, 1999). This action merely
approves a state rule implementing a
Federal standard, and does not alter the
relationship or the distribution of power
and responsibilities established in the
Clean Air Act. This rule also is not
subject to Executive Order 13045,
“Protection of Children from
Environmental Health Risks and Safety
Risks” (62 FR 19885, April 23, 1997),
because it is not economically
significant.

In reviewing SIP submissions, EPA’s
role is to approve state choices,
provided that they meet the criteria of
the Clean Air Act. In this context, in the
absence of a prior existing requirement
for the State to use voluntary consensus
standards (VCS), EPA has no authority
to disapprove a SIP submission for
failure to use VCS. It would thus be
inconsistent with applicable law for
EPA, when it reviews a SIP submission,
to use VCS in place of a SIP submission
that otherwise satisfies the provisions of
the Clean Air Act. Thus, the
requirements of section 12(d) of the
National Technology Transfer and
Advancement Act of 1995 (15 U.S.C.
272 note) do not apply. This rule does
not impose an information collection
burden under the provisions of the
Paperwork Reduction Act of 1995 (44
U.S.C. 3501 et seq.).

The Congressional Review Act, 5
U.S.C. 801 et seq., as added by the Small
Business Regulatory Enforcement
Fairness Act of 1996, generally provides
that before a rule may take effect, the
agency promulgating the rule must
submit a rule report, which includes a
copy of the rule, to each House of the
Congress and to the Comptroller General
of the United States. EPA will submit a
report containing this rule and other
required information to the U.S. Senate,
the U.S. House of Representatives, and
the Comptroller General of the United
States prior to publication of the rule in
the Federal Register. A major rule
cannot take effect until 60 days after it
is published in the Federal Register.
This action is not a “major rule” as
defined by 5 U.S.C. 804(2).

Under section 307(b)(1) of the Clean
Air Act, petitions for judicial review of
this action must be filed in the United
States Court of Appeals for the
appropriate circuit by March 4, 2002.
Filing a petition for reconsideration by
the Administrator of this final rule does
not affect the finality of this rule for the
purposes of judicial review nor does it
extend the time within which a petition
for judicial review may be filed, and
shall not postpone the effectiveness of
such rule or action. This action may not
be challenged later in proceedings to

enforce its requirements. (See section
307(b)(2).)

List of Subjects in 40 CFR Part 52

Environmental protection, Air
pollution control, Incorporation by
reference, Intergovernmental
regulations, Nitrogen dioxide, Ozone,
Reporting and recordkeeping
requirements.

Dated: November 29, 2001.

Laura Yoshii,

Deputy Regional Administrator, Region IX.
[FR Doc. 01-32098 Filed 12—31-01; 8:45 am]
BILLING CODE 6560-50-P

ENVIRONMENTAL PROTECTION
AGENCY

40 CFR Part 52

[CA 252-312a; FRL-7118-1]

Revisions to the California State
Implementation Plan, Mojave Desert
Air Quality Management District

AGENCY: Environmental Protection
Agency (EPA).
ACTION: Direct final rule.

SUMMARY: EPA is taking direct final
action to approve revisions to the
Mojave Desert Air Quality Management
District (MDAQMD) portion of the
California State Implementation Plan
(SIP). These revisions concern Oxides of
Nitrogen (NOx) emissions from cement
kilns. We are approving a local rule that
regulates these emission sources under
the Clean Air Act as amended in 1990
(CAA or the Act).

DATES: This rule is effective on March 4,
2002 without further notice, unless EPA
receives adverse comments by February
1, 2002. If we receive such comment, we
will publish a timely withdrawal in the
Federal Register to notify the public
that this rule will not take effect.

ADDRESSES: Mail comments to Andy
Steckel, Rulemaking Office Chief (AIR-
4), U.S. Environmental Protection
Agency, Region IX, 75 Hawthorne
Street, San Francisco, CA 94105-3901.

You can inspect copies of the
submitted SIP revisions and EPA’s
technical support document (TSD) at
our Region IX office during normal
business hours. You may also see copies
of the submitted SIP revisions at the
following locations:

U.S. Environmental Protection Agency,
Region IX, Rulemaking Office (AIR-
4), Air Division, 75 Hawthorne Street,
San Francisco, CA 94105.

California Air Resources Board,
Stationary Source Division, Rule
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Evaluation Section, 2020 “L” Street,

Sacramento, CA 95812.
Mojave Desert AQMD, 14306 Park

Avenue, Victorville, CA 92392-2310.
FOR FURTHER INFORMATION CONTACT:
Charnjit Bhullar, Rulemaking Office
(AIR—4), U.S. Environmental Protection
Agency, Region IX, (415) 972-3960.
SUPPLEMENTARY INFORMATION:
Throughout this document, “we,” “us”
and “our” refer to EPA.

Table of Contents

I. The State’s Submittal
A. What rule did the State submit?
B. Are there other versions of this rule?
C. What Is the purpose of the submitted
rule revisions?
II. EPA’s Evaluation and Action.
A. How is EPA evaluating this rule?
B. Does the rule meet the evaluation
criteria?
C. Public comment and final action.
II. Background information.

TABLE 1.—SUBMITTED RULE

Why was this rule submitted?
IV. Administrative Requirements

1. The State’s Submittal
A. What Rule Did the State Submit?

Table 1 lists the rule we are approving
with the dates that it was adopted by the
local air agency and submitted by the
California Air Resources Board (CARB).

Local agency Rule No.

Rule title

Adopted Submitted

MDAQMD ..... 1161

Portland Cement Kilns

10/22/01 11/8/01

On November 21, 2001, this rule
submittal was found to meet the
completeness criteria in 40 CFR part 51,
appendix V, which must be met before
formal EPA review.

B. Are There Other Versions of This
Rule?

We approved a version of Rule 1161
into the SIP on May 11, 2000. The
MDAQMD adopted revisions to the SIP-
approved version on October 22, 2001
and CARB submitted them to us on
November 8, 2001.

C. What Is the Purpose of the Submitted
Rule Revisions?

Rule 1161 applies to cement
manufacturing operation within the
Federal Ozone non-attainment area
regulated by the MDAQMD. This rule
controls emission of oxides of nitrogen
(NOx) from Portland cement kilns.

On May 11, 2000, the EPA published
a limited approval and limited
disapproval of this rule, because some
rule provisions conflicted with section
110 and part D of the Clean air Act.
Those provisions included the
following:

1. Alternative Compliance strategy in
section (D).

2. Exemption during start-up and
shutdown in section (G)(1)(a).

3. Referring to a rule not approved in
the SIP in section (G)(1)(c).

The revisions are designed primarily
to correct these deficiencies. The TSD
has more information about this rule.

II. EPA’s Evaluation and Action

A. How Is EPA Evaluating This Rule?

Generally, SIP rules must be
enforceable (see section 110(a) of the
Act), must require Reasonably Available
Control Technology (RACT) for major
sources in nonattainment areas (see
sections 182(a)(2)(A) and 182(f)), and
must not relax existing requirements
(see sections 110(1) and 193). The

MDAQMD regulates an ozone
nonattainment area (see 40 CFR part 81),
so Rule 1161 must fulfill RACT.

Guidance and policy documents that
we used to define specific enforceability
and RACT requirements include the
following:

1. “State Implementation Plans;
Nitrogen Oxides Supplement to the
General Preamble; Clean Air Act
Amendments of 1990 Implementation of
Title I; Proposed Rule,” (the NOx
Supplement), 57 FR 55620, November
25, 1992.

2. “Issues Relating to VOC Regulation
Cutpoints, Deficiencies, and Deviations;
Clarification to Appendix D of
November 24, 1987 Federal Register
Notice,” (Blue Book), notice of
availability published in the May 25,
1988 Federal Register.

3. Nitrogen Oxides (NOx) reasonably
Available Control Technology (RACT)
for the repowering of Utility Boilers,
U.S. EPA Office of Air Quality Planning
and Standards, March 9, 1994.

B. Does This Rule Meet the Evaluation
Criteria?

We believe this rule corrects the
deficiencies identified in our May 11,
2000 action and is consistent with the
relevant policy and guidance regarding
enforceability, RACT, and SIP
relaxations. The TSD has more
information on our evaluation.

C. Public Comment and Final Action

As authorized in section 110(k)(3) of
the Act, EPA is fully approving the
submitted rule because we believe it
fulfills all relevant requirements. We do
not think anyone will object to this
approval, so we are finalizing it without
proposing it in advance. However, in
the Proposed Rules section of this
Federal Register, we are simultaneously
proposing approval of the same
submitted rule. If we receive adverse
comments by February 1, 2002, we will

publish a timely withdrawal in the
Federal Register to notify the public
that the direct final approval will not
take effect and we will address the
comments in a subsequent final action
based on the proposal. If we do not
receive timely adverse comments, the
direct final approval will be effective
without further notice on March 4,
2002. This will incorporate this rule
into the federally enforceable SIP.

IIL. Background Information
Why Was This Rule Submitted?

NOx helps produce ground-level
ozone, smog and particulate matter,
which harm human health and the
environment. Section 110(a) of the CAA
requires states to submit regulations that
control NOx emissions. Table 2 lists
some of the national milestones leading
to the submittal of this local agency
NOx rule.

TABLE 2.—OZONE NONATTAINMENT
MILESTONES

Date Event

March 3, 1978 | EPA promulgated a list of
0zone nonattainment
areas under the Clean Air
Act as amended in 1977.
43 FR 8964; 40 CFR
81.305.

EPA notified Governors that
parts of their SIPs were in-
adequate to attain and
maintain the ozone stand-
ard and requested that
they correct the defi-
ciencies (EPA’s SIP—
Call). See section
110(a)(2)(H) of the pre-
amended Act.

Clean Air Act Amendments
of 1990 were enacted.
Pub. L. 101- 549, 104
Stat. 2399, codified at 42
U.S.C. 7401-7671q.

May 26, 1988

November 15,
1990.
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TABLE 2.—OzONE NONATTAINMENT
MILESTONES—Continued

Date Event

May 15, 1991 | Section 182(a)(2)(A) requires
that ozone nonattainment
areas correct deficient

RACT rules by this date.

IV. Administrative Requirements

Under Executive Order 12866 (58 FR
51735, October 4, 1993), this action is
not a “‘significant regulatory action” and
therefore is not subject to review by the
Office of Management and Budget. For
this reason, this action is also not
subject to Executive Order 32111,
“Actions Concerning Regulations That
Significantly Affect Energy Supply,
Distribution, or Use” (66 FR 28355, May
22, 2001). This action merely approves
state law as meeting federal
requirements and imposes no additional
requirements beyond those imposed by
state law. Accordingly, the
Administrator certifies that this rule
will not have a significant economic
impact on a substantial number of small
entities under the Regulatory Flexibility
Act (5 U.S.C. 601 et seq.). Because this
rule approves pre-existing requirements
under state law and does not impose
any additional enforceable duty beyond
that required by state law, it does not
contain any unfunded mandate or
significantly or uniquely affect small
governments, as described in the
Unfunded Mandates Reform Act of 1995
(Public Law 104-4).

This rule also does not have tribal
implications because it will not have a
substantial direct effect on one or more
Indian tribes, on the relationship
between the Federal Government and
Indian tribes, or on the distribution of
power and responsibilities between the
Federal Government and Indian tribes,
as specified by Executive Order 13175
(65 FR 67249, November 9, 2000). This
action also does not have Federalism
implications because it does not have
substantial direct effects on the States,
on the relationship between the national
government and the States, or on the
distribution of power and
responsibilities among the various
levels of government, as specified in
Executive Order 13132 (64 FR 43255,
August 10, 1999). This action merely
approves a state rule implementing a
Federal standard, and does not alter the
relationship or the distribution of power
and responsibilities established in the
Clean Air Act. This rule also is not
subject to Executive Order 13045,
“Protection of Children from
Environmental Health Risks and Safety

Risks” (62 FR 19885, April 23, 1997),
because it is not economically
significant.

In reviewing SIP submissions, EPA’s
role is to approve state choices,
provided that they meet the criteria of
the Clean Air Act. In this context, in the
absence of a prior existing requirement
for the State to use voluntary consensus
standards (VCS), EPA has no authority
to disapprove a SIP submission for
failure to use VCS. It would thus be
inconsistent with applicable law for
EPA, when it reviews a SIP submission,
to use VCS in place of a SIP submission
that otherwise satisfies the provisions of
the Clean Air Act. Thus, the
requirements of section 12(d) of the
National Technology Transfer and
Advancement Act of 1995 (15 U.S.C.
272 note) do not apply. This rule does
not impose an information collection
burden under the provisions of the
Paperwork Reduction Act of 1995 (44
U.S.C. 3501 et seq.).

The Congressional Review Act, 5
U.S.C. 801 et seq., as added by the Small
Business Regulatory Enforcement
Fairness Act of 1996, generally provides
that before a rule may take effect, the
agency promulgating the rule must
submit a rule report, which includes a
copy of the rule, to each House of the
Congress and to the Comptroller General
of the United States. EPA will submit a
report containing this rule and other
required information to the U.S. Senate,
the U.S. House of Representatives, and
the Comptroller General of the United
States prior to publication of the rule in
the Federal Register. A major rule
cannot take effect until 60 days after it
is published in the Federal Register.
This action is not a “major rule” as
defined by 5 U.S.C. 804(2).

Under section 307(b)(1) of the Clean
Air Act, petitions for judicial review of
this action must be filed in the United
States Court of Appeals for the
appropriate circuit by March 4, 2002.
Filing a petition for reconsideration by
the Administrator of this final rule does
not affect the finality of this rule for the
purposes of judicial review nor does it
extend the time within which a petition
for judicial review may be filed, and
shall not postpone the effectiveness of
such rule or action. This action may not
be challenged later in proceedings to
enforce its requirements. (See section

307(b)(2).)
List of Subjects in 40 CFR Part 52

Environmental protection, Air
pollution control, Incorporation by
reference, Intergovernmental relations,
Nitrogen dioxide, Ozone, Reporting and
recordkeeping requirements.

Dated: November 29, 2001.
Laura Yoshii,
Deputy Regional Administrator, Region IX.
m Part 52, Chapter [, Title 40 of the Code

of Federal Regulations is amended as
follows:

PART 52—[AMENDED]

» 1. The authority citation for part 52
continues to read as follows:

Authority: 42 U.S.C. 7401 et seq.

Subpart F—California

= 2. Section 52.220 is amended by
adding paragraph (c)(286) and (c)(287) to
read as follows:

§52.220 Identification of plan.
* * * * *
(C) * *x %

(286) [Reserved].

(287) New and amended regulations
for the following APCD were submitted
on November 8, 2001 by the Governor’s
designee.

(i) Incorporation by reference.

(A) Mojave Desert Air Quality
Management District.

(1) Rule 1161 adopted on October 22,
2001.

* * * * *

[FR Doc. 01-32099 Filed 12—31-01; 8:45 am]
BILLING CODE 6560-50—P

DEPARTMENT OF TRANSPORTATION

Federal Railroad Administration

49 CFR Part 219
[Docket No. 2001-11213, Notice No. 1]
RIN 2130-AA81

Alcohol and Drug Testing:
Determination of Minimum Random
Testing Rates for 2002

AGENCY: Federal Railroad
Administration (FRA), DOT.

ACTION: Notice of determination.

SUMMARY: Using data from Management
Information System annual reports, FRA
has determined that the 2000 rail
industry random testing positive rate
was .20 percent for drugs and .79
percent for alcohol. Since the industry-
wide random drug testing positive rate
continues to be below 1.0 percent, the
Federal Railroad Administrator
(Administrator) has determined that the
minimum annual random drug testing
rate for the period January 1, 2002
through December 31, 2002 will remain
at 25 percent of covered railroad
employees. Since the random alcohol
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testing violation rate has remained
below .5 percent for the last two years,
the Administrator has determined that
the minimum random alcohol testing
rate will remain at 10 percent of covered
railroad employees for the period
January 1, 2002 through December 31,
2002.

DATES: This notice is effective January 2,
2002.

FOR FURTHER INFORMATION CONTACT:
Lamar Allen, Alcohol and Drug Program
Manager, Office of Safety Enforcement,
Mail Stop 25, Federal Railroad
Administration, 1120 Vermont Avenue,
NW., Washington, DC 20005,
(Telephone: (202) 493-6313).

SUPPLEMENTARY INFORMATION:

Administrator’s Determination of 2002
Random Drug and Alcohol Testing
Rates

In a final rule published on December
2,1994 (59 FR 62218), FRA announced
that it will set future minimum random
drug and alcohol testing rates according
to the rail industry’s overall positive
rate, which is determined using annual
railroad drug and alcohol program data
taken from FRA’s Management
Information System. Based on this data,
the Administrator publishes a Federal
Register notice each year, announcing
the minimum random drug and alcohol
testing rates for the following year (see
49 CFR 219.602, 219.608).

Under this performance-based system,
FRA may lower the minimum random
drug testing rate to 25 percent whenever
the industry-wide random drug positive
rate is less than 1.0 percent for two
calendar years while testing at 50
percent. (For both drugs and alcohol,
FRA reserves the right to consider other
factors, such as the number of positives
in its post-accident testing program,
before deciding whether to lower annual
minimum random testing rates). FRA
will return the rate to 50 percent if the
industry-wide random drug positive rate
is 1.0 percent or higher in any
subsequent calendar year.

In 1994, FRA set the 1995 minimum
random drug testing rate at 25 percent
because 1992 and 1993 industry drug
testing data indicated a random drug
testing positive rate below 1.0 percent;
since then FRA has continued to set the
minimum random drug testing rate at 25
percent as the industry positive rate has
consistently remained below 1.0
percent. In this notice, FRA announces
that the minimum random drug testing
rate will remain at 25 percent of covered
railroad employees for the period
January 1, 2002 through December 31,
2002, since the industry random drug

testing positive rate for 2001 was .20
percent.

FRA implemented a parallel
performance-based system for random
alcohol testing. Under this system, if the
industry-wide violation rate is less than
1.0 percent but greater than .5 percent,
the rate will be 25 percent. FRA will
raise the rate to 50 percent if the
industry-wide violation rate is 1.0
percent or higher in any subsequent
calendar year. FRA may lower the
minimum random alcohol testing rate to
10 percent whenever the industry-wide
violation rate is less than .5 percent for
two calendar years while testing at a
higher rate. Since the industry-wide
violation rate for alcohol has remained
below .5 percent for the last two years,
FRA is maintaining the minimum
random alcohol testing rate at 10
percent of covered railroad employees
for the period January 1, 2002 through
December 31, 2002.

This notice sets the minimum random
testing rates required next year.
Railroads remain free, as always, to
conduct random testing at higher rates.

Issued in Washington, DC, on December
21, 2001.

Allan Rutter,

Federal Railroad Administrator.

[FR Doc. 01-32047 Filed 12-31-01; 8:45 am]
BILLING CODE 4910-06-P

DEPARTMENT OF TRANSPORTATION

Federal Railroad Administration

49 CFR Part 240

[FRA Docket No. RSOR-9, Notice 13]
RIN 2130-AA74

Qualification and Certification of

Locomotive Engineers; and Other
Proceedings

AGENCY: Federal Railroad
Administration (FRA), DOT.

ACTION: Interim final rule.

SUMMARY: This interim final rule
amends the definition of filing as used
in the Federal Railroad Administration’s
rule on engineer certification in order to
address recent, unavoidable postal
delays. Due to terrorism, the Department
of Transportation has implemented
additional security procedures regarding
mail delivery. The purpose of this
interim final rule is to temporarily
amend the regulation so that parties in
adjudicatory proceedings pursuant to
subpart E, Dispute Resolution
Procedures of part 240 will not be
prejudiced by circumstances beyond
their control.

DATES: (1) Effective Date: This
regulation is effective January 2, 2002.

(2) Written comments concerning this
rule